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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, describes the proposed income tax treaty between the
United States and the Republic of South Africa (“South Africa”).
The proposed tax treaty was signed on February 17, 1997.2 The
Senate Committee on Foreign Relations has scheduled a public
hearing on the proposed tax treaty on October 7, 1997.

Part I of the pamphlet provides a summary with respect to the
proposed tax treaty. Part II provides a brief overview of U.S. tax
laws relating to international trade and investment and of U.S. in-
come tax treaties in general. Part III contains an article-by-article
explanation of the proposed tax treaty. Part IV is a discussion of
issues with respect to the proposed tax treaty. '

1This pamphlet may be cited as follows: Joint Committee on Taxation, Explanation of Pro-
posed Income Tux Treaty Between the United States and the Republic of Seuth Africa (JC5-15—
97), October 7, 1997. _

2For a copy of the proposed tax treaty, see Senate Treaty Doc. 105-9, June 26, 1997.

(1)



I. SUMMARY

The principal purposes of the proposed income tax treaty be-
tween the United States and South Africa are to reduce or elimi-
nate double taxation of income earned by residents of either coun-
try from sources within the other country and to prevent avoidance
or evasion of the income taxes of the two countries. The proposed
treaty is intended to promote close economic cooperation between
the two countries and to eliminate possible barriers to trade and
investment caused by overlapping taxing jurisdictions of the two
countries. It is intended to enable the two countries to cooperate
in preventing avoidance and evasion of taxes. _

As in other U.S. tax treaties, these objectives principally are
achieved by each country agreeing to limit, in certain specified situ-
ations, its right to tax income derived from its territory by resi-
dents of the other country. For example, the proposed treaty con-
tains provisions under which neither country generally will tax
business income derived from sources within that country by resi-
dents of the other country unless the business activities in the tax-
ing country are substantial enough to constitute a permanent es-
tablishment or fixed base (Articles 7 and 14). Similarly, the pro-
posed treaty contains “commercial visitor” exemptions under which
residents of one country performing personal services in the other
country will not be required to pay tax in the other country unless
their contact with the other country exceeds specified minimums
{Articles 14, 15, and 17). The proposed treaty provides that divi-
dends and certain capital gains derived by a resident of either
country from sources within the other country generally may be
taxed by both countries (Articles 10 and 13); however, the rate of
tax that the source country may impose on a resident of the other
country on dividends generally will be limited by the proposed trea-
ty (Article 10). The proposed treaty also provides that inferest and
royalties derived by a resident of either country generally will be
exempt from tax in the other country (Articles 11 and 12).

In situations where the country of source retains the right under
the proposed treaty to tax income derived by residents of the other
country, the proposed treaty generally provides for relief from the
potential double taxation through the allowance by the country of
residence of a tax credit for certain foreign taxes paid to the other
country (Article 23).

The proposed treaty includes the “saving clause” contained in
U.S. tax treaties that allows the United States to retain the right
to tax its citizens and residents as if the treaty had not come into
effect (Article 1). In addition, the proposed treaty contains the
standard provision that it may not be applied to deny any taxpayer
any benefits the taxpayer would be entitled to under the domestic
law of a country or under any other agreement between the two
countries (Article 1).

(2)
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No income tax treaty between the United States and South Afri-
ca is in force at present. The income tax treaty between the United
States and South Africa of December 13, 1946, was terminated on
July 1, 1987. The proposed treaty is similar to other recent U.S.
income tax treaties, the 1996 U.S. model income tax treaty (“U.S.
model”},? and the model income tax treaty of the Organization for
Economic Cooperation and Development (“OECD model”). However,
the proposed treaty contains certain substantive deviations from
those documents. ‘

#The Treasury Department released the 1J.S. model on September 20, 1996. A 1981 U.S.
model treaty was withdrawn by the Treasury Department on July 17, 1992.



IL. OVERVIEW OF U.S. TAXATION OF INTERNATIONAL
TRADE AND INVESTMENT AND U.S. TAX TREATIES

This overview briefly describes certain U.S. tax rules relating to
foreign income and foreign persons that apply in the absence of a
U.S. tax treaty. This overview also discusses the general objectives
of U.S. tax treaties and describes some of the modifications to U.S.
tax rules made by treaties.

A, U.S. Tax Rules

The United States taxes U.S. citizens, residents, and corpora-
tions on their worldwide income, whether derived in the United
States or abroad. The United States generally taxes nonresident
alien individuals and foreign corporations on their income that is
effectively connected with the conduct of a trade or business in the
United States (sometimes referred to as “effectively connected in-
come”). The United States also taxes nonresident alien individuals
and foreign corporations on certain U.S.-source income that is not
effectively connected with a U.S. trade or business.

Income of a nonresident alien individual or foreign eorporation
that is effectively connected with the conduct of a trade or business
in the United States generally is subject to U.S. tax in the same
manner and at the same rates as income of a U.S. person. Deduc-
tions are allowed to the extent thai they are relaied to effectively
connected income. A foreign corporation also is subject to a flat 30-
percent branch profits tax on its “dividend equivalent amount,”
which is a measure of the effectively connected earnings and profits
of the foreign corporation that are removed in any year from the
conduct of its U.S. trade or business. In addition, a foreign corpora-
tion is subject to a flat 30-percent branch-level excess interest tax
on the excess of the amount of interest that is deducted by the for-
eign corporation in computing its effectively connected income over
the amount of interest that is paid by its U.S. trade or business.

U.S.-source fixed or determinable annual or periodical income of
a nonresident alien individual or foreign corporation (including, for
example, interest, dividends, rents, royalties, salaries, and annu-
ities) that is not effectively connected with the conduct of a U.S.
trade or business is subject to U.S. tax at a rate of 30 percent of
the gross amount paid. Certain insurance premiums earned by a
nonresident alien individual or foreign corporation are subject to
U.S. tax at a rate of 1 or 4 percent of the premiums. These taxes
generally are collected by means of withholding.

Specific statutory exemptions from the 30-percent withholding
tax are provided. For example, certain original issue discount and
certain interest on deposits with banks or savings institutions are
exempt from the 30-percent withholding tax. An exemption also is
provided for certain interest paid on portfolic debt obligations. In

(4)
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addition, income of a foreign government or international organiza-

‘tion.from investments in 1J.S. securities is exempt from U.S. tax.
. -U.S.-source capital gains of a nonresident alien individual or a
foreign corporation that are not effectively connected with a U.S.
- trade or business generally are exempt from U.S. tax, with two ex-
ceptions: (1) gains realized by a nonresident alien individual who
is present in the United States for at least 183 days during the tax-
able year, and (2) certain gains from the disposition of interests in
U.S. real property. _ _

Rules are provided for the determination of the source of income.
For example, interest and dividends paid by a U.S. citizen or resi-
dent or by a U.S. cmgmration generally are considered U.S.-source
income. Conversely, dividends and interest paid by a foreign cor-
poration generally are treated as foreign-source income. gl;)ecial
rules apply to treat as foreign-source income (in whole or in part)
interest paid by certain U.S. corporations with foreign businesses
and to treat as U.S.-source income (in whole or in part) dividends
paid by certain foreign corporations with U.S. businesses. Rents
and royalties paid for the use of property in the United States are
considered U.S.-source income.

Because the United States taxes U.S. citizens, residents, and cor-
porations on their worldwide income, double taxation of income can
arise when income earned abroad by a U.S. person is taxed by the
country in which the income is earned and also by the United
States. The United States seeks to mitigate this double taxation
generally by allowing U.S. persons to credit foreign income taxes
paid against the U.S. tax imposed on their foreign-source income.
A fundamental premise of the foreign tax credit is that it may not
offset the U.S. tax liability on U.S.-source income. Therefore, the
foreign tax credit provisions contain a limitation that ensures that
the foreign tax credit offsets only the U.S. tax on foreign-source in-
come. The foreign tax credit limitation generally is computed on a
worldwide basis (as opposed to a “per-country” basis). The limita-
tion is applied separately for certain classifications of income. In
addition, a special limitation applies to the credit for foreign taxes
imposed on foreign oil and gas extraction income. )

For foreign tax credit purposes, a U.S. corporation that owns 10
percent or more of the voting stock of a foreign corporation and re-
ceives a dividend from the foreign corporation (or is otherwise re-
quired to include in its income earnings of the foreign corporation)
is deemed to have paid a portion of the foreign income taxes paid
by the foreign corporation on its accumulated earnings. The taxes
deemed paid by the U.S. corporation are included in its total for-
eign taxes paid and its foreign tax credit limitation calculations for
the year the dividend is received.

_ B. U.S. Tax Treaties

The traditional objectives of U.S. tax treaties have been the
avoidance of international double taxation and the prevention of
tax avoidance and evasion. Another related objective of U.S. tax
treaties is the removal of the barriers to trade, capital flows, and
commercial travel that may be caused by overlapping tax jurisdic-
tions and by the burdens of complying with the tax laws of a juris-
diction when a person’s contacts with, and income derived from,
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7~that jurisdiction are minimal. To a large extent, the treaty provi-
sions designed to carry out these objectives supplement U.S. tax
law provisions having the same objectives; treaty provisions modify

/ the generally applicable statutory rules with provisions that take
into account the particular tax system of the treaty partner.

The objective” of limiting double taxation generally is accom-
plished in treaties through the agreement of each country to limit,

- in specified situations, its right to tax income earned from its terri-
tory by residents of the other country. For the most part, the var-
ious rate reductions and exemptions agreed to by the source coun-
try in treaties are premised on the assumption that the country of
residence will tax the income at levels comparable to those imposed
by the source country on its residents. Treaties also provide for the
elimination of double taxation by requiring the residence country
to allow a credit for taxes that the source country retains the right
to impose under the treaty. In addition, in the case of certain types
of income, treaties may provide for exemption by the residence
country of income taxed by the source country.

Treaties define the term “resident” so that an individual or cor-
poration generally will not be subject to tax as a resident by both
the countries. Treaties generally provide that neither country will
tax business income derived by residents of the other country un-
less the business activities in the taxing jurisdiction are substantial
enough to constitute a permanent establishment or fixed base in
that jurisdiction. Treaties also contain commercial visitation ex-
emptions under which individual residents of one country perform-
ing personal services in the other will not be required to pay tax
in that other country unless their contacts exceed certain specified
minimums (e.g., presence for a set number of days or earnings in
excess of a specified amount). Treaties address passive income such
as dividends, interest, and royalties from sources within one coun-
try derived by residents of the other country either by providing
that such income is taxed only in the recipient’s country of resi-
dence or by reducing the rate of the source country’s withholding
tax imposed on such income. In this regard, the United States
agrees in its tax treaties to reduce its 30-percent withholding tax
{or, in the case of some income, to eliminate it entirely) in return
for reciprocal treatment by its treaty partner,

In its treaties, the United States, as a matter of policy, generally
retains the right to tax its citizens and residents on their world-
wide income as if the treaty had not come into effect. The United
States also provides in its treaties that it will allow a credit against
U.S. tax for income taxes paid to the treaty partners, subject to the
various limitations of U.S. law. T :

The objective of preventing tax avoidance and evasion generally
is accomplished in treaties by the agreement of each country to ex-
change tax-related information. Treaties generally provide for the
exchange of information between the tax authorities of the two
countries when such information is necessary for carrying out pro-
visions of the treaty or of their domestic tax laws. The obligation
to exchange information under the treaties typically does not re-
quire either country to carry out measures contrary to its laws or
administrative practices or to supply information that is not obtain-
able under its laws or in the normal course of its administration
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or that would reveal trade secrets or other information the disclo-
sure of which would be contrary to public policy. The Internal Rev-
enue Service (the “IRS”), and the treaty partner’s tax authorities,
also can request specific tax information from a treaty partner.
This can include information to be used in a cnmlna.l investigation
or prosecution.

Administrative cooperation between countries is enhanced fur-
ther under treaties by the inclusion of a “competent authority”
mechanism. to resolve double taxation problems arising in individ-
ual cases and, more generally, to facilitate consultation between
tax officials of the two governments.

Treaties generally provide that neither country may subject na-
tionals of the other country (or permanent establishments of enter-
prises of the other country) to taxation more burdensome than that
it imposes on its own nationals (or on its own enterprises). Simi-
larly, in general, neither treaty country may discriminate against
enterprises owned by residents of the other country,

At times, residents of countries that do not have income tax trea-
ties with the United States attempt to use a treaty between the
United States and another country to aveid U.S. tax. To prevent
third-country residents from obtaining treaty benefits intended for
treaty country residents only, treaties generally contain an “anti-
treaty shopping” provision that is designed to limit treaty benefits
to bona fide residents of the two countries.



III. EXPLANATION OF PROPOSEb TAX TREATY

" A detailed, article-by-article explanation of the proposed income
Ea:l{ treaty between the United States and South Africa is presented
elow. L :

Article 1. General Scope

The proposed treaty generally applies to residents of the United
States and to residents of South Africa, with modifications to such
scope provided in other articles {(e.g., Article 19 (Government Serv-
ice), Article 24 (Non-discrimination) and Article 26 (Exchange of In-
formation and Administrative Assistance)). _

The proposed treaty provides that it generally does not restrict
any benefits accorded by internal law or by any other agreement
between the United States and South Africa. Thus, the proposed
treaty applies only where it benefits taxpayers. As discussed in the
Treasury Department’s Technical Explanation of the proposed trea-
ty (hereinafter referred to as the “Technical Explanation™), the fact
that the proposed treaty only applies to_a taxpayer’s benefit does
not mean that a taxpayer could inconsistently select among treaty
and internal law provisions in order to minimize its overall tax
burden. The Technical Explanation sets forth the following exam-
ple. Assume a resident of South Africa has three separate busi-
nesses in the United States. One business is profitable, and con-
stitutes a U.S. permanent establishment. The other two are trades
or businesses that would generate effectively connected income as
determined under the Internal Revenue Code (the “Code”), but that
do not constitute permanent establishments as determined under
the proposed treaty; one trade or business is profitable and the
other generates a net loss. Under the Code, all three operations
would be subject to U.S. income tax, in which case the losses from
the unprofitable line of business could offset the taxable income
from the other lines of business. On the other hand, only the in-
come of the operation which gives rise to a permanent establish-
ment would be taxable by the United States under the propesed
treaty. The Technical Explanation makes clear that the taxpayer
could not invoke the proposed treaty to exclude the profits of the
profitable trade or business that does not constitute a permanent
establishment and invoke U.S. internal law to claim the loss of the
unprofitable trade or business that does not constitute a permanent
establishment against the taxable income of the permanent estab-
lishment.4 :

The proposed treaty provides that its dispute resolution proce-
dures under the mutual agreement article take precedence over the
corresponding provisions of any other agreement between the Unit-
ed States and South Africa in determining whether a law or other

4See Rev. Rul. §4-17, 1984-1 C.B. 308.
(8)
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measure is within the scope of the proposed treaty. Unless the com-
petent authorities agree that the law or other measure is outside
the scope of the proposed treaty, only the proposed treaty’s non-
discrimination rules, and not the nondiscrimination rules of any
other agreement in effect between the United States and South Af-
rica, generally apply to that law or other measure. For these pur-
poses, a “measure” is a law, regulation, rule, procedure, decision,
administrative action, or any other form of measure. The only ex-
ception to this general rule is that the national treatment or most-
favored nation treatment of the General Agreement on Tariffs and
Trade will continue to apply with respect to trade in goods. .

Like all U.S. income tax treaties, the proposed treaty is subject
to a “saving clause.” The saving clause in the proposed treaty is
drafted unilaterally to apply only to the United States. The Tech-
nical Explanation states that South Africa elected not to have the
saving clause apply for purposes of its tax. Under this clause, with
specific exceptions described below, the proposed treaty is not to af-
fect the U.S. taxation of its residents or its citizens, By reason of
this saving clause, unless otherwise specifically provided in the pro-
posed treaty, the United States will continue to tax its citizens who
are residents of South Africa as if the treaty were not in force.
“Residents” for purposes of the proposed treaty (and, thus, for pur-
poses of the saving clause) include corporations and other entities
as well as individuals who are not treated as residents of the other
country under the proposed treaty’s tie-breaker provisions govern-
ing dual residents (as defined in Article 4 (Residence)),

The proposed treaty contains a provision under which the saving
clause (and therefore the U.S. jurisdiction to tax) applies to a
former U.S. citizen or long-term resident whose loss of citizenship
or resident status, respectively, had as one of its principal purposes
the avoidance of tax; such application is limited to the ten-year pe-
riod following the loss of citizenship or resident status. Section 877
of the Code provides special rules for the imposition of U.S. income
tax on former U.S. citizens and long-term residents for a period of
ten years following the loss of such citizenship or residence; these
special rules apply to a former citizen or long-term resident only
if his or her loss of citizenship or or resident status had as one of
its principal purposes the avoidance of U.S. income, estate, or gift
taxes. For purposes of applying the special tax rules to former citi-
zens and long-term residents, individuals who meet a specified in-
come tax liability threshold or a specified net worth threshold gen-
erally are considered to have lost citizenship or resident status for
a principal purpose of U.S. tax avoidance. _

Exceptions to the saving clause are provided for the following
benefits conferred by the proposed treaty: correlative adjustments
to the income of enterprises associated with other enterprises the
profits of which were adjusted by South Africa (Article 9, para-
graph 2); exemption from U.S. tax on social security benefits paid
by South Africa, alimeny and child support payments made by a
resident of South Africa and cross-border contributions to a South
African pension fund (Article 18, paragraphs 2, 4, 5, 6 and 7); relief
from double taxation (Article 23); nondiscrimination (Article 24);
and mutual agreement procedures (Article 25). '
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In addition, the saving clause does not apply to the following
benefits conferred by the United States with respect to an individ-
ual who neither is a citizen nor has been admitted as a permanent
resident. Under this rule, the specified treaty benefits are available
to a South African citizen who spends enough time in the United
States to be taxed as a U.S. resident under Code section 7701(b)
(see discussion below in connection with Article 4 (Residence)), pro-
vided that the individual has not acquired U.S. immigrant status
{i.e., is not a green-card holder). The benefits that are subject to
this rule are exemptions from U.S. tax for the following items of
income: compensation and pensions for government service (Article
19); certain income received by temporary visitors who are stu-
dents, apprentices or business trainees (Article 20); and certain fis-
cal privileges of diplomatic agents and consular officers referred to
in the proposed treaty (Article 27).

The exceptions to the saving clause in the proposed treaty gen-
erally are consistent with the U.S. model and recent U.S. treaties.

Article 2. Taxes Covered

The proposed treaty generally applies to the income taxes of the
United States and similar taxes of South Africa. However, for pur-
poses of the non-discrimination article (Article 24), the proposed
treaty applies to taxes of all kinds imposed by the countries, in-
cluding any taxes imposed by their political subdivisions or local
authorities. Moreover, Article 26 (Exchange of Information and Ad-
ministrative Assistance) generally is applicable to all national-level
taxes, including, for example, estate and gift taxes.

In the case of the United States, the proposed treaty applies to
the Federal income taxes imposed by the Code, but excludes social
security taxes. Unlike many U.S. income tax treaties in force, but
like the U.S. model, the proposed treaty applies to the accumulated
earnings tax and the personal holding company tax. In addition,
the proposed treaty applies to the U.S. excise tax imposed with re-
spect to private foundations.

In the case of South Africa, the proposed treaty applies to the
normal tax and the secondary tax on companies.

The proposed treaty also contains a provision generally found in
U.S. income tax treaties to the effect that it applies to any identical
or substantially similar taxes that either country may subsequently
impose. The proposed treaty obligates the competent authority of
each country to notify the competent authority of the other country
of any significant changes in its internal tax laws and of any offi-
cial published material concerning the application of the treaty, in-
cluding explanations, regulations, rulings or judicial decisions. This
provision is similar to the U.S. model.

Article 3. General Definitions

Certain of the standard definitions found in most U.S. income tax
treaties are contained in the proposed treaty.

The term “South Africa” means the Republic of South Africa.
When used in a geographical sense, the term “South Africa” in-
cludes the territorial sea of South Africa as well as any area out-
side the territorial sea over which South Africa exercises sovereign
rights or jurisdiction, in accordance with international and South
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African laws, with regard to the exploration or exploitation of natu-
ral resources.

The term “United States” means the United States of America.
The Technical Explanation states that it is understood- that the
term does not include Puerto Rico, the Virgin Islands, Guam, or
any other U.S. possession or territory. When used in the geographic
sense, the term “United States” means the States, the District of
Columbia, and the territorial sea of the United States; it also in-
cludes the seabed and subsoil of underseas areas adjacent to the
territorial sea over which the United States has sovereign rights in
accordance with international law, for the purpose of exploration
and exploitation of natural resources, but only to the extent that
the person, property or activity to which the proposed treaty is
being applied is connected with such exploration or exploitation.

The term “person” includes an individual, an estate, a trust, a
partnership, a company, and any other body of persons. A “com-
pany” is any body corporate or any entity which is treated as a
body corporate for tax purposes according to the laws of the coun-
try in which the entity is organized.

The terms “enterprise of a Contracting State” and “enterprise of
the other Contracting State” are defined, respectively, ds an enter-
prise carried on by a resident of a country, and an enterprise car-
ried on by a resident of the other country. The proposed treaty does
not define the term “enterprise.” The Technical Explanation states
that the térm “enterprise” generally is understood to refer to any
activity or set of activities that constitute a trade or business.

Under the proposed treaty, a person is considered a “national” of
one of the treaty countries if the person is an individual who is a
citizen of that country or a legal person, partnership, association or
other entity deriving its status as such from the laws in force in
that country. .

The South African competent authority is the Commissioner for
Inland Revenue or his authorized representative. The U.S. com-
petent authority is the Secretary of the Treasury or his delegate.
The U.S. competent authority function has been delegated to the
Commissicner of Internal Revenue, who has redelegated the au-
thority to the Assistant Commissioner (International) of the IRS.
On interpretative issues, the latter acts with the concurrence of the
Associate Chief Counsel (International) of the IRS.

The proposed treaty also contains the standard provision that,
unless the context otherwise requires or the competent authorities
of the two countries agree to a common meaning, all terms not de-
fined in the proposed treaty are to have the meanings which they
have under the laws of the country concerning the taxes to which
the proposed treaty applies. For these purposes, the proposed trea-
ty provides that the meaning of a term under the applicable tax
laws of that country will prevail over any meaning given to the
term under non-tax laws of that country.

Article 4. Residence

The assignment of a country of residence is important because
the benefits of the proposed treaty generally are available only to
a resident of one of the treaty countries as that term is defined in
the proposed treaty. Furthermore, double taxation often is avoided
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by the assignment of a single treaty country as the country of resi-
dence when, under the internal laws of the treaty countries, a per-
son is a resident of both.

Under U.S. law, residence of an individual is important because
a resident alien is taxed on worldwide income, while a nonresident
alien is taxed only on certain U.S.-source income and on income
that is effectively connected with a U.S. trade or business. An indi-
vidual who spends substantial time in the United States in any
year or over a three-year period generally is treated as a U.S. resi-
dent (Code sec. 7701(b)). A permanent resident for immigration
purposes-(i.e., a green-card holder} also is treated as a U.S. resi-
dent. The standards for determining residence provided in the Code
do not alone determine the residence of a U.S. citizen for the pur-
pose of any U.S. tax treaty (such as a treaty that benefits resi-
dents, rather than citizens, of the United States.) Under the Code,
a company is domestic, and therefore taxable on its worldwide in-
come, if it is organized in the United States or under the laws of
the United States, a State, or the District of Columbia.

Under the proposed treaty, the term “resident of a Contracting
State” is defined separately for U.S. residents and South African
residents. The definition of a .S, resident is consistent with that
contained in the U.S. model. The Technical Explanation states that
the definition of a South African resident is intended to include
only those persons over which South Africa exerts its broadest tax-
ing jurisdiction.

In the case of the United States, the proposed treaty defines the
term “resident of a Contracting State” to mean any person who,
under U.S. law, is liable to tax therein by reason of his or her
domicile, residence, citizenship, place of incorporation, or any other
criterion of a similar nature. The Technical Explanation states that
the term also includes aliens who are considered U.S. residents
under Code section 7701(b). The term does not include any person
who is liable to tax in the U.S. in respect only of income from U.S.
sources or of profits attributable to a permanent establishment in
the United States. The term also includes a legal person organized
under the laws of the United States, and that is generally exempt
from U.S. tax and is established and maintained in the United
States either (1) exclusively for a religious, charitable, educational,
scientific, or other similar purpose, or (2) to provide pensions or
other similar benefits to employees pursuant to a plan. The Tech-
nical Explanation states that the reference to an entity that is
“senerally” exempt from U.S. tax is intended to reflect the fact that
under U.S. law, certain entities that generally are considered to be
exempt from U.S. tax may be subject to certain excise taxes or to
the income tax on unrelated business profits. The Technical Expla-
nation also states that the term “other similar benefits” is intended
to include employee benefits such as health and disability benefits.

In the case of South Africa, the proposed treaty defines the term
“resident of a Contracting State” to mean any individual who is or-
dinarily resident in South Africa, and any legal person which is in-
corporated or has its place of effective management in South Afri-
ca.
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The proposed treaty also defines “resident of a Contracting
State” to inciude the United States or South Africa, or any of its
political subdivisions or local authorities.

In the case of income, profit or gain derived through an entity
that is fiscally transparent under the laws of either country, the
proposed treaty provides that the income is considered to be de-
rived by a resident of a country to the extent that the income is
treated for purposes of the tax laws of such country as the income,
profit or gain of a resident. The Technical Explanation states that
fiscally transparent entities include entities such as partnerships
and certain estates and trusts. In the case of the United States,
such entities would include partnerships, common investment
trusts under section 584 of the Code, grantor trusts, and U.S. lim-
ited liability companies treated as partnerships for U.S. tax pur-
poses. Thus, for example, if the U.S. partners’ share in the income
of a U.S. limited liability company (treated as a partnership for
U.S. tax purposes) is only one-half, South Africa would be required
to reduce its withholding tax pursuant to the proposed treaty on
only one-half of South African-source income paid to the partner-
ship.

The Technical Explanation states that the rules in the proposed
treaty for income derived through fiscally transparent entities
apply regardless of where the entity is organized (i.e., in the United
States, South Africa or a third country). The Technical Explanation
also states that these rules apply even if the entity is viewed dif-
ferently under the tax laws of the other country. As an example,
the Technical Explanation states that income from South African
sources received by an entity organized under the laws of South Af-
rica, which is treated for U.S. tax purposes as a corporation and
is owned by a U.S. shareholder who is a U.S. resident for U.S. tax
purposes, is not considered derived by the shareholder of that cor-
poration, even if under the tax laws of South Africa, the entity is
treated as fiscally transparent. Rather, for purposes of the proposed
treaty, the income is treated as derived by the South African en-
tity. '

A set of “tie-breaker” rules is provided to determine residence in
the case of an individual who, under the basic residence rules,
would be considered to be a resident of both countries. Such a dual
resident individual is deemed to be a resident of the country in
which he or she has a permanent home available. If this perma-
nent home test is inconclusive because the individual has a perma-
nent home in both countries, the individual’s residence is deemed
to be the country with which his or her personal and economic rela-
tions are closer (i.e., the “centre of vital interests”). If the country
in which the individual has his or her centre of vital interests can-
not be determined, or if the individual does not have a permanent
home available in either country, such individual is deemed to be
a resident of the country in which he or she has an habitual abode.
If the individual has an habitual abode in both countries or in nei-
ther country, the individual is deemed to be a resident of the coun-
try of which he or she is a national. If the individual is a national
‘of both countries or neither country, the competent authorities of
the countries are to settle the question of residence by mutual
agreement.
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In the case of a company that is resident in both countries under
the basic residence rules, the proposed treaty provides that the
company is treated as a resident of the country in which it is incor-
porated.

In the case of a person other than an individual or a company
that is resident in both countries under the basic residence rules,
the proposed treaty requires the competent authorities to deter-
mine the residence of such person by mutual agreement and the
mode of application of the proposed treaty to such person.

Article 5. Permanent Establishment

The proposed treaty contains a definition of the term “permanent
establishment” that generally follows the pattern of other recent
U.S. income tax treaties, the U.S. model, and the CECD model.

The permanent establishment concept is one of the basic devices
used in income tax treaties to limit the taxing jurisdiction of the
host country and thus to mitigate double taxation. Generally, an
enterprise that is a resident of one country is not taxable by the
other country on its business profits unless those profits are attrib-
utable to a permanent establishment of the resident in the other
country. In addition, the permanent establishment concept is used
to determine whether the reduced rates of, or exemptions from, tax
provided for dividends, interest, and royalties apply or whether
those amounts are taxed as business profits.

In general, under the proposed treaty, a permanent establish-
ment is a fixed place of business through which the business of an
enterprise is carried on in whole or in part. A permanent establish-
ment includes a place of management, a branch, an office, a fac-
tory, a workshop, a mine, an o0il or gas well, a quarry, or other
place of extraction of natural resources. It also includes a ware-
house, in relation to a person providing storage facilities for others,
and a store or premises used as a sales outlet. The term also in-
cludes a ship, drilling rig, installation or other structure used for
the exploration or exploitation of natural resources, but only if it
lasts for more than 12 months. The term also includes a building
site or construction, installation or assembly project, or supervisory
activities in connection with such site or project, where such site,
project or activities last for more than 12 months. Unlike the U.S.
and OECD models, the term also includes the furnishing -of serv-
ices, including consultancy services, within a country by an enter-
prise through employees or other personnel engaged by the enter-
prise for such purposes, but only if such activities continue (for the
same or a connected project) in that country for a period or periods
aggregating more than 183 days in any 12-month period commenc-
ing or ending in the taxable year concerned. The Technical Expla-
nation states that projects that are commercially and geographi-
cally interdependent are to be treated as a single project for pur-
poses of the 12-month test. The 12-month period for establishing a
permanent establishment in connection with a site or project is
similar to the rules of the U.S. and OECD models.

The general definition of a permanent establishment is modified
to provide that a fixed place of business that is used for any of a
number of specified activities does not constitute a permanent es-
tablishment. These activities include the use of facilities solely for
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storing, displaying, or delivering goods or merchandise belonging to
the enterprise and the maintenance of a stock of goods or merchan-
dise belonging to the enterprise solely for storage, display, or deliv-
ery or solely for processing by another enterprise. These activities
also include the maintenance of a fixed place of business solely for
the purchase of goods or merchandise or the collection of informa-
tion for the enterprise. These activities include as well the mainte-
nance of a fixed place of business solely for the purpose of carrying
on, for the enterprise, any other activity of a preparatory or auxil-
iary character. The Technical Explanation states that advertising
and the supply of information qualify as activities that are pre-
paratory or auxiliary. The proposed treaty, like the U.S. model,
provides that the maintenance of a fixed place of business solely for
any combination of these activities does not constitute a permanent
establishment. _

If a person, other than an independent agent, is acting on behalf
of an enterprise and has and habitually exercises the authority in
a country to conclude contracts in the name of an enterprise of the
other country, the enterprise generally will be deemed to have a
permanent establishment in the first country in respect of any ac-
tivities that person undertakes for the enterprise. Consistent with
the U.S. model and the OECD model, this rule does not apply
where the contracting authority is limited to those activities de-
scribed above, such as storage, display, or delivery of merchandise,
which are excluded from the definition of a permanent establish-
ment.

The proposed treaty contains the usual provision that no perma-
nent establishment is deemed to arise based on an agent’s activi-
ties if the agent is a broker, general commission agent, or any
other agent of independent status acting in the ordinary course of
its business. The Technical Explanation provides that an independ-
ent agent is one that is legally and economically independent of the
enterprise, and that is acting in the ordinary course of business in
carrying out activities on behalf of the enterprise. Whether an
agent and an enterprise are independent depends on the facts and
circumstances of the particular case.

The fact that a company that is resident in one country is related
to a company that is a resident of the other country or to a com-
pany that engages in business in that other country does not of it-
se%lf cause either company to be a permanent establishment of the
other. '

Article 6. Income from Immovable Property (Real Property)

This article covers income, but not gains, from real property. The
rules covering gains from the sale of real property are contained in
Article 13 (Capital Gains).

Under the proposed treaty, income derived by a resident of one
country from immovable property (real property) situated in the
other country may be taxed in the country where the real property
is located. This rule is consistent with the rules in the U.S. and
OECD models. For this purpose, income from immovable property
includes income from agricuiture or forestry.

The term “immovable property (real property)” has the meaning
which it has under the law of the country in which the property
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in question is situated.® The proposed treaty specifies that the term
in any case includes property accessory to immovable property;
livestock and equipment used in agriculture or forestry; rights to
which the provisions of general law respecting landed property
apply; usufruct of imumovable property; and rights to variable or
fixed payments as consideration for the working of, or the right to
work, mineral deposits, sources and other natural resources. Ships,
boats and aircraft are not considered to be immovable property.

The proposed treaty provides that the country in which property
is situated may tax income derived from the direct use, letting, or
use in any other form of such real property. The rules of this article
allowing source country taxation also apply to income from real
property of an enterprise and to income from real property used for
the performance of independent personal services.

Article 7. Business Profits
Internal taxation rules

United States

U.S. law distinguishes between the U.S. business income and
other U.S. income of a nonresident alien or foreign corporation. A
nonresident alien or foreign corporation is subject to a flat 30-per-
cent rate (or lower treaty rate) of tax on certain U.S.-source income
if that income is not effectively connected with the conduct of a
trade or business within the United States. The regular individual
or corporate rates apply to income (from any source) which is effec-
tively connected with the conduct of a trade or business within the
United States.

The treatment of income as effectively connected with a U.S.
trade or business depends upon whether the source of the income
is U.S. or foreign. In general, U.S.-source periodic income (such as
interest, dividends, and rents), and U.S.-source capital gains are ef-
fectively connected with the conduct of a trade or business within
the United States if the asset generating the income is used in, or
held for use in, the conduct of the trade or business or if the activi-
ties of the trade or business were a material factor in the realiza-
tion of the income. All other U.S.-source income of a person en-
gaged in a trade or business in the United States is treated as ef-
fectively connected with the conduct of a trade or business in the
United States (referred to as a “force of attraction” Tule). '

Foreign source income generally is treated as effectively con-
nected income only if the foreign person has an office or other fixed
place of business in the United States and the income is attrib-
utable to that place of business. Only three types of foreign source
income are considered to be effectively connected income: rents and
royalties for the use of certain intangible property derived from the
active conduct of a UU.S. business; certain dividends and interest ei-
ther derived in the active conduct of a banking, financing or sirnilar
business in the United States or received by a corporation the prin-
cipal business of which is trading in stocks or securities for its own

. ;91'? t?;) case of the United States, the term “real property” is defined in Treas. Reg. sec.
.897--1(b).
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account; and certain sales income attributable to a U.S. sales office.
Special rules apply in the case of insurance companies.

Any income or gain of a foreign person for any taxable year that
is attributable to a transaction in another taxable year is treated
as effectively connected with the conduct of a U.S. trade or busi-
ness if it would have been so treated had it been taken into account
in that other taxable year (Code sec. 864(c)(6)). In addition, if any
property ceases to be used or held for use in connection with the
conduct of a trade or business within the United States, the deter-
mination of whether any income or gain attributable to a sale or
exchange of that property occurring within ten years after the ces-
sation of the business is effectively connected with the conduct of
a trade or business within the United States is made as if the sale
or exchange occurred immediately before the cessation of the busi-
ness. {(Code sec. 864(cX7)).

South Africa

Foreign corporations and nonresident individuals generally are
subject to the South African normal tax only on income derived
from sources within, or deemed to be within, Scuth Africa. Busi-
ness income derived in South Africa by a foreign corporation or
nonresident individual generally is taxed in the same manner as
the income of a domestic company or resident individual.

Proposed treaty limitations on internal law

Under the proposed treaty, profits of an enterprise of one country
are taxable in the other country only to the extent that they are
attributable to a permanent establishment in the other country
through which the enterprise carries on business. This is one of the
basic limitations on a country’s right to tax income of a resident
of the other country. As described above, unlike the U.S. and
OECD models, the proposed treaty defines a permanent establish-
ment of a country to include cases in which employees or other per-
gonnel of an enterprise provide services in that country for 183
days or more within a 12-month pertod in connection with the
same or connected project. Thus, the rules of the proposed treaty
granting the source country the right to tax business profits are
somewhat broader than the corresponding rules in the U.S. and
OECD models.

The taxation of business profits under the proposed treaty differs
from U.S. rules for taxing business profits primarily by requiring
more than merely being engaged in a trade or business before a
country can tax business profits and by substituting an “attrib-
utable to” standard for the Code’s “effectively connected” standard.
Under the Code, all that is necessary for effectively connected busi-
ness profits to be taxed is that a trade or business be carried on
in the United States. Under the proposed treaty, a permanent es-
tablishment would have to be present and the business profits gen-
erally would have to be attributable to that permanent establish-
ment.

The Technical Explanation states that it is understood that the
business profits attributed to a permanent establishment include
only those profits derived from that permaunent establishment’s as-
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sets or activities. This is consistent with the U.S. and OECD mod-
els and other existing U.S. treaties in this respect. '

The business profits of a permanent establishment are deter-
mined on an arm’s-length basis. Thus, there are to be attributed
to a permanent establishment the business profits which would be
expected to have been derived by it if it were a distinct and inde-
pendent entity engaged in the same or similar activities under the
same or similar conditions. For example, this arm’s-length rule ap-
plies to transactions between the permanent establishment and a
branch of the resident enterprise located in a third country.
Amounts may be attributed to the permanent establishment
whether they are from sources within or without the country in
which the permanent establishment is located.

In computing taxable business profits, the proposed treaty pro-
vides that deductions are allowed for expenses incurred for the pur-
poses of the permanent establishment. These deductions include a
reasonable allocation of executive and general administrative ex-
penses, research and development expenses, interest, and other ex-
penses incurred for the purposes of the enterprise as a whole {or,
iIf not the enterprise as a whole, at least the part of the enterprise
that includes the permanent establishment), whether incurred in
the country in which the permanent establishment is located or
elsewhere. According to the Technical Explanation, under this lan-
guage, the United States is free to use its current expense alloca-
tiorézrules, including the rules under Treas. Reg. secs. 1.861-8 and
1.882-5,

The proposed treaty specifies that in computing taxable business
profits, no deductions are allowed for certain amounts incurred by
the permanent establishment to any office of the enterprise, other
than reimbursements of actual expenses. Such amounts include
royalties, fees or similar payments in return for the use of patents
or other rights; commissions or other charges for specific services
performed or for management; or interest on moneys lent to the
permanent establishment. As an example, the Technical Expla-
nation states that a permanent establishment may not deduct a
royalty deemed paid to the head office. It may, however, deduct an
actual reimbursement to its head office for costs it incurred in de-
veloping an intangible generating the royalty. Similarly, the pro-
posed treaty specifies that in computing taxable business profits, a
permanent establishment may not take into account certain
amounts charged by the permanent establishment to any office of
the enterprise, other than for reimbursement of actual expenses.
Such amounts include royalties, fees or similar payments in return
for the use of patents or other rights; commissions or other charges
for specific services performed or for management; or interest on
moneys lent by the permanent establishment to any office of the
enterprise.

Business profits are not attributed to a permanent establishment
merely by reason of the purchase of merchandise by a permanent
establishmment for the enterprise. Thus, where a permanent estab-
lishment purchases goods for its head office, the business profits at-
tributed to the permanent establishment with respect to its other
activities are not increased by the profit element with respect to its
purchasing activities. ) '
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The amount of profits attributable to a permanent establishment
must be determined by the same method each year unless there is
good reason to change the method. Where business profits include
jtems of income which are dealt with separately in other articles
of the proposed treaty, those other articles, and not the business
profits article, govern the treatment of such items of income. Thus,
for example, profits attributable to a U.S. ticket office of a South
African airline are generally exempt from U.S. Federal income tax
under the provisions of Article 8 (Shipping and Air Transport).

Unlike the T.S. model, the proposed treaty contains no definition
of “business profits.” The Technical Explanation states that the
term “business profits” generally is understood to mean income de-
rived from any trade or business, including income derived by an
enterprise from the performance of personal services, and income
from the rental of tangible personal property. This definition is the
same as that contained in the U.S. model.

The proposed treaty incorporates the rule of Code section
864(c)6) and provides that any income or gain attributable to a
permanent establishment or a fixed base during its existence is
taxable in the country where the permanent establishment or fixed
base is located even though payments are deferred until after the
permanent establishment or fixed base has ceased to exist. This
rule applies with respect to business profits {Article 7, paragraphs
1 and 2), dividends (Article 10, paragraphs 4 and 8), interest (Arti-
cle 11, paragraph 38), royalties (Article 12, paragraph 3), capital
gains (Article 13, paragraph 3), independent personal services in-
come (Article 14) and other income (Article 21, paragraph 2).

Article 8. Shipping and Air Transport

Article 8 of the proposed treaty covers income from the operation
of ships and aircraft in international traffic. The rules governing
income from the sale of ships and aircraft operated in international
traffic are contained in Article 13 (Capital Gains).

Under the Code, the United States generally taxes the U.S.-
source income of a foreign person from the coperation of ships or
aircraft to or from the United States. An exemption from U.S. tax
is provided if the income is earned by a corporation that is orga-
nized in, or an alien individual who is resident in, a foreign couniry
ghat grants an equivalent exemption to U.S. corporations and resi-

ents. '

Under the proposed treaty, profits which are derived by an enter-
prise of one country from the operation in international traffic of
ships or aircraft (“shipping profits®) are taxable only in that coun-
try, regardless of the existence of a permanent establishment in the
other country. “International traffic” means any transport by a ship
or aircraft except when such transport is operated solely between
places in a treaty country (Article 3(1}h)} (General Definitions)).

The proposed treaty provides that shipping profits include in-
come from the rental of ships or aircraft if such ships or aircraft
are operated in international traffic by the lessee, or if the rental
income is incidental to profits from the operation of ships or air-
craft in international traffic. The Technical Explanation states that
income from the rental of ships or aircraft on a full basis (i.e., with
crew) is considered to be income from the operation of ships and
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aircraft (and, thus, is covered under the general rule). This treat-
ment is similar to the U.S. model.

The Technical Explanation states that, although not specified in
the proposed treaty, profits derived by an enterprise from the in-
land transport of property or passengers within a country are treat-
ed as shipping profits eligible for exemption if such transport is un-
dertaken as part of international traffic by the enterprise. This
treatment is similar to the U.S. model.

Like the U.S. model, the proposed treaty provides that income
derived by an enterprise of one country from the use or rental of
containers (including trailers, barges, and related equipment for
the transport of containers) used in international traffic is taxable
only in that country.

The shipping and air transport provisions of the proposed treaty
also apply to profits from participation in a pool, joint business, or
international operating agency. This refers to various arrange-
ments for international cooperation by carriers in shipping and air
transport. :

Article 9. Associated Enterprises

The proposed treaty, like most other U.S. tax treaties, contains
an arm’s length pricing provision. The proposed treaty recognizes
the right of each country to make an allocation of profits to an en-
terprise of that country in the case of transactions between related
enterprises, if conditions are made or imposed between the two en-
terprises in their commercial or financial relations which differ
from those which would be made between independent enterprises.
In such a case, a country may allocate to such an enterprise the
profits which it would have accrued but for the conditions so im-
posed. This treatment is consistent with the U.S. model.

For purposes of the proposed treaty, an enterprise of one country
is related to an enterprise of the other country if one of the enter-
prises participates directly or indirectly in the management, con-
trol, or capital of the other enterprise. Enterprises also are related
if the same persons participate directly or indirectly in the manage-
ment, control, or capital of such enterprises.

Like the U.S. and OECD models, the proposed treaty does not in-
clude the paragraph contained in many other U.S. tax treaties
which provides that the rights of the treaty countries to apply in-
ternal law provisions relating to adjustments between related par-
ties are fully preserved. Nevertheless, the Technical Explanation
states that it is understood that the respective countries will apply
their internal intercompany pricing rules (e.g., Code section 482, in
the case of the United States). The Technical Explanation also
states that the U.S. “commensurate with income” standard for de-
termining appropriate transfer prices for intangibles is consistent
with the arm’s-length standard.

When a redetermination of tax liability has been properly made
by one country, the other country will make an appropriate adjust-
ment to the amount of tax charged in that country on the redeter-
mined income, if it agrees with the adjustment. In making that ad-
justment, due regard is to be given to other provisions of the pro-
posed treaty, and the competent authorities of the two countries
will consult with each other if necessary. For example, under the

.
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mutual agreement article (Article 25), a correlative adjustment
cannot necessarily be denied on the ground that the time period set
by internal law for claiming a refund has expired. To avoid double
taxation, the proposed treaty’s saving clause retaining full U.S. tax-
ing jurisdiction with respect to its citizens and residents (discussed
above in connection with Article 1 (General Scope)) does not apply
in the case of such adjustments.

Article 10. Dividends
Internal taxation rules

United States

The United States generally imposes a 30-percent tax on the
gross amount of U.S.-source dividends paid to nonresident alien in-
dividuals and foreign corporations. The 30-percent tax does not
apply if the foreign recipient is engaged in a trade or business in
the United States and the dividends are effectively connected with
that trade or business. In such a case, the foreign recipient is sub-
ject to U.S. tax on such dividends on a net basis at graduated rates
in the same manner that a U.S. person would be taxed.

Under U.S. law, the term dividend generally means any distribu-
tion of property made by a corporation to its shareholders, either
from accumulated earnings and profits or current earnings and
profits. However, liquidating distributions generally are treated as
payments in exchange for stock and thus are not subject to the 30-
percent withholding tax described above (see discussion of capital
gains in connection with Article 14 below).

Dividends paid by a U.S. corporation generally are U.S.-source.
Also treated as U.S.-source dividends for this purpose are portions
of certain dividends paid by a foreign corporation that conducts a
U.S. trade or business. The U.S. 30-percent withholding tax im-
posed on the U.S.-source portion of the dividends paid by a foreign
corporation is referred to as the “second-level” withholding tax.
This second-level withholding tax is imposed only if a treaty pre-
vents application of the statutory branch profits tax.

In general, corporations are not entitled under U.S. law to a de-
duction for dividends paid. Thus, the withholding tax on dividends
theoretically represents imposition of a second level of tax on cor-
porate taxable income. Treaty reductions of this tax reflect the view
that where the United States already imposes corporate level tax
on the earnings of a U.S. corporation, a 30-percent withholding rate
may represent an excessive level of source country taxation. More-
over, the reduced rate of tax often applied by treaty to dividends
paid to direct investors reflects the view that the source country
tax on payments of profits to a substantial foreign corporate share-
holder may properly be reduced further to avoid double corporate-
level taxation and to facilitate international investment.

A Real Estate Investment Trust (“REIT”) is a corporation, trust,
or association that is subject to the regular corperate income tax,
but that receives a deduction for dividends paid to its shareholders
if certain conditions are met. In order to qualify for the deduction
for dividends paid, a REIT must distribute most of its income.
Thus, a REIT is treated, in essence, as a conduit for federal income
tax purposes. Because a REIT is taxable as a U.S. corporation, a
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distribution of its earnings is treated as a dividend rather than in-
come of the same type as the underlying earnings. Such distribu-
tions are subject to the U.S. 30-percent withholding tax when paid
to foreign owners.

A REIT is organized to allow persons to diversify ownership in
primarily passive real estate investments. As such, the principal
income of a REIT often is rentals from real estate holdings. Like
dividends, U.S.-source rental income of foreign persons generally is
subject to the 30-percent withholding tax (unless the recipient
makes an election to have such rental income taxed in the United
States on a net basis at the regular graduated rates). Unlike the
withholding tax on dividends, however, the withholding tax on
rental income generally is not reduced in U.S. income tax treaties.

U.B. internal law also generally treats a Regulated Investment
Company (“RIC”) as both a corporation and a conduit for income
tax purposes. The purpose of a RIC is to allow investors to hold a
diversified portfolio of securities. Thus, the holder of stock in a RIC
may be characterized as a portfolio investor in the stock held by
the RIC, regardless of the proportion of the RIC’s stock owned by
the dividend recipient.

A foreign corporation engaged in the conduct of a trade or busi-
ness in the United States is subject to a flat 30-percent branch
profits tax on its “dividend equivalent amount,” which is a measure
of the accumulated U.S. effectively connected earnings of the cor-
poration that are removed in any year from its U.S. trade or busi-
ness. The dividend equivalent amount is limited by (among other
‘things) aggregate earnings and profits accumulated in taxable
vears beginning after December 31, 1986. The Code provides that
no U.S. treaty will exempt any foreign corporation from the branch
profits tax (or reduce the amount thereof) unless the foreign cor-
poration is a “qualified resident” of the treaty country. The defini-
tien of a “qualified resident” under U.S. internal law is somewhat
similar to the definition of a corporation eligible for benefits under
the proposed treaty (discussed below in connection with Article 22
(Limitation on Benefits)).

South Africa

Dividends received by resident or nonresident individuals or com-
panies, whether from South African or foreign companies, generally
are exempt from the South African normal tax. Dividends declared
by a South African company are subject to a 25 percent secondary
tax on companies (“STC”). Dividends received by the corporation
can be offset against the dividends declared in computing the STC.

Dividends paid to nonresident individuals and foreign corpora-
tions by South African companies generally are not subject to a
withholding tax.

A corporation with a branch in South Africa but whose place of
effective management is outside South Africa is taxed on profits de-
rived in South Africa. There generally is no withholding tax or STC
imposed on profits remitted by the South African branch to its
head office.
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Proposed treaty limitations on internal law

Reduction of withholding tax

Under the proposed treaty, dividends paid by a company that is
a resident of a country to a resident of the other country may be
taxed in such other country. Dividends may also be taxed by the
country in which the payor is resident, but the rate of tax is lim-
ited if the beneficial owner of the dividends is a resident of the
other country. Under the proposed treaty, source country taxation
(i.e., taxation by the country in which the payor is resident) is lim-
ited to 5 percent of the gross amount of the dividends if the bene-
ficial owner of the dividend is a company which holds directly at
least 10 percent of the voting stock of the payor company. The
source country dividend withholding tax generally is limited to 15
percent of the gross amount of the dividend in all other cases. The
Technical Explanation states that the “beneficial owner” of a divi-
dend is understood gemerally to refer to any person resident in a
c%untry to whom that country attributes the dividend for purposes
of its tax.

The proposed treaty allows the United States to impose a 15-per-
cent tax on a U.S.-source dividend paid by a RIC to a South Afri-
cah company owning 10 percent or more of the voting shares of the
RIC. The proposed treaty allows the United States to impose a 15-
percent tax on a U.S.-source dividend paid by a REIT to an individ-
ual owning less than 10 percent of the REIT. There is no limitation
in the proposed treaty on the tax that may be imposed by the Unit-
ed States on a REIT dividend that is beneficially owned by a South
African resident, if the beneficial owner of the dividend is either an
individual holding a 10 percent or greater interest in the REIT or
is not an individual. Thus, such a dividend is taxable at the 30-per-
cent United States statutory rate. '

Definition of dividends

The proposed treaty generally defines “dividends” as income from
shares and other rights, not being debt-claims, which participate in
profits. The term also includes income that is subjected to the same
tax treatment as income from shares under the laws of country in
which the payor is resident. This rule is the same as the U.S.
model. The Technical Explanation states that a distribution by a
limited liability company is not treated by the United States as a
dividend and, thus, is net a dividend for purposes of Article 10
(Dividends), provided that the limited liability company is not char-
acterized as an association taxable as a corporation under U.S. law.

Special rules and exceptions

The proposed treaty’s reduced rates of tax on dividends do not
apply if the beneficial owner of the dividend carries on business
through a permanent establishment (or a fixed base, in the case of
an individual who performs independent personal services) in the
source country and the dividends are attributable to the permanent
establishment (or fixed base). Such dividends are taxed as business
profits {Article 7) or as income from the performance of independ-
ent personal services (Article 14). In addition, dividends attrib-
utable to a permanent establishment or fixed base, but received

[
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after the permanent establishment or fixed base is no longer in ex-
istence are taxable in the country where the permanent establish-
ment or fixed base existed (Article 7, paragraph 7). '

The proposed treaty exempts from source country tax dividends
in cases in which the beneficial owner is (1) the United States or
South Africa, or any of its political subdivisions or local authorities,
or (2) a governmental pension trust or fund that is constituted and
operated exclusively to administer government pension benefits,
and that does not control the payor of the dividend.,

The proposed treaty contains a general limitation on the taxation
by a treaty country of dividends paid to a resident of the other
country by a corporation that is not a resident of the first country
(a so-called “second-level withholding tax”). Under this provision, a
treaty country may not impose any tax on dividends paid by a cor-
poration that is resident in the other country except where the divi-
dends are paid to a resident of the first country, or insofar as the
dividends are attributable to a permanent establishment or fixed
base located in the other country, even if the dividends paid consist
wholly or partly of profits or income arising in such country.

Branch profits tax

The proposed treaty permits the imposition of a branch profits
tax on a company that is resident in a country and that either has
a permanent establishment in the other country or, in the case of
the United States, is subject to tax in the United States on a net
basis on income from real property or gains from the disposition of
real property interests. In cases where a South African company
conducts a trade or business in the United States, but not through
a permanent establishment, the propeosed treaty would generally
eliminate the U.S. branch profits tax otherwise imposed on such
corporation.

In the case of South Africa, the proposed treaty specifies that the
branch profits tax would be imposed at a rate that does not exceed
the normal tax on companies by more than 5 percentage points.
The Technical Explanation states that this tax is imposed in lieu
%f’.i‘ gnd not in addition to, the normal tax on companies and the
- In the case of the United States, the proposed treaty specifies
that the branch profits tax may not exceed 5 percent of the portion
of profits of the corporation subject to tax in the United States that
represents the dividend equivalent amount of such profits. The pro-
posed treaty provides that the term “dividend equivalent amount”
refers to the portion of the business profits of a permanent estab-
lishment subject to tax under Article 7 (Business Profits), or the
portion of income from real property or gains from U.S. real prop-
erty interests that is subject to tax in the United States on a net
basis, that is comparable to the amount that would be distributed
as a dividend if such income were earned by a locally incorporated
subsidiary. The proposed treaty provides that the term “dividend
equivalent amount” has the same meaning it has under U.S. law
at it may be amended from time to time without changing the gen-
eral principles of this article of the proposed treaty.

None of the restrictions on the operation of the U.S. branch tax
provisions apply, however, unless the corporation seeking treaty
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protection meets the conditions of the proposed treaty’s limitation
on benefits article (Article 22). As discussed below, the limitation
on benefits requirements of the proposed freaty are similar in some
respects to the analogous provisions of the branch profits tax provi-
sions of the Code.

Article 11. Interest
Internal taxation rules

United States

Subject to numerous exceptions (such as those for portfolio inter-
est, bank deposit interest, and short-term original issue discount),
the United States imposes a 30-percent tax on U.S.-source interest
paid to foreign persons under the same rules that apply to divi-
dends. U.S.-source interest, for purposes of the 30-percent tax, gen-
erally is interest on the debt obligations of a U.S. person, other
than a U.S. person that meets specified foreign business require-
ments. Also subject to the 30-percent tax is interest paid to a for-
eign person by the U.S. trade or business of a foreign corporation.
A foreign corporation is subject to a branch-level excess interest tax
with respect to certain “excess interest” of a U.S. trade or business
of such corporation; under this rule an amount equal to the excess
of the interest deduction allowed with respect to the U.S. business
over the interest paid by such business is treated as if paid by a
U.S. corporation to a foreign parent and therefore is subject to a
withholding tax.

Portfolio interest generally is defined as any U.S.-source interest
that is not effectively connected with the conduct of a trade or busi-
ness and that (1) is paid on an obligation that satisfies certain reg-
istration requiremnents or specified exceptions thereto, and (2) is
not received by a 10-percent owner of the issuer of the obligation,
taking into account shares owned by attribution. However, the
portfolio interest exemption is inapplicable to certain contingent in-
terest income. '

If an investor holds an interest in a fixed pool of real estate
mortgages that is a real estate mortgage interest conduit
(“REMIC”), the REMIC is treated generally for U.S. tax purposes
as a pass-through entity and the investor is subject to U.S. tax on
a portion of the REMIC’s income (which in turn generally is inter-
est income). If the investor holds a so-called “residual interest” in
the REMIC, the Code provides that a portion of the net income of
the REMIC that is taxed in the hands of the investor—referred to
as the investor’s “excess inclusion”—may not be offset by any net
operating losses of the investor, must be treated as unrelated busi-
ness income if the investor is an organization subject to the unre-
lated business income tax and is not eligible for any reduction in
the 30-percent rate of withholding tax (by treaty or otherwise) that
wc:iuld apply if the investor were otherwise eligible for such a rate
reduction. '

South Africa.

South Africa generally does not impose a withholding tax on
South African-source interest paid to nonresident individuals or
foreign corporations. In certain cases, South African-source interest
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paid to nonresident individuals or foreign corporations may be sub-
Ject to the normal tax.

Proposed treaty limitations on internal law

Elimination of withholding tax

The proposed treaty provides that interest derived and bene-
ficially owned by a resident of a country is taxable only in that
country. Thus, the proposed treaty generally exempts U.S.-source
interest paid to South African residents from the 30-percent U.S.
tax. This exemption from source country taxation is consistent with
the U.S. model. This exemption does not apply if the recipient of
the interest is a nominee for a nonresident.

The exemption does not apply if the beneficial owner of the inter-
est carries on business through a permanent establishment (or a
fixed base, in the case of an individual who performs independent
personal services) in the source country and the interest paid is at-
tributable to the permanent establishment (or fixed base). In that
event, the interest is taxed as business profits (Article 7) or income
from the performance of independent personal services (Article 14).
In addition, interest attributable to a permanent establishment or
fixed base, but received after the permanent establishment or fixed
base is no longer in existence, is taxable in the country where the
permanent establishment or fixed base existed (Article 7, para-
graph 7).

The proposed treaty addresses the issue of non-arm’s-length in-
terest charges between related parties (or parties having an other-
wise special relationship) by stating that this article applies only
to the amount of arm’s-length interest. Any amount of interest paid
in excess of the arm’s-length interest is taxable according to the
laws of each country, taking into account the other provisions of
the proposed treaty. For example, excess interest paid to a parent
corporation may be treated as a dividend under local law and thus
entitled to the benefits of Article 10 (Dividends) of the proposed
treaty.

Under the proposed treaty, no exemption from source country tax
applies to an excess inclusion with respect to a residual interest in
a REMIC. Thus, such inclusions may be taxed by the United States
at a rate of 30 percent under the proposed treaty. In addition, the
proposed treaty allows the source country to impose a tax, at a rate
not exceeding 15 percent, on contingent interest that does not qual-
ify as portfolio interest under U.S. law.

Definition of interest

The proposed treaty defines interest generally as income from
debt claims of every kind, whether or not secured by mortgage, and
whether or not carrying a right to participate in the debtor’s prof-
its. In particular, it includes income from government securities
and from bonds or debentures, including premiums or prizes at-
taching to such securities, bonds, or debentures. The proposed trea-
ty also defines interest to include all other income that is treated
as income from money lent by the taxation law of the source coun-
try. Income treated as dividends under Article 10 (Dividends) and
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penalty charges for late payment are not treated as interest. This
treatment is similar to the U.S. model.

Article 12. Royalties

Internal taxation rules

Under the same system that applies to dividends and interest,
the United States imposes a 30-percent tax on U.S.-source royalties
paid to foreign persons and on gains from the disposition of certain
intangible property to the extent that such gains are from pay-
ments contingent on the productivity, use, or disposition of the in-
tangible property. Royalties are from U.S. sources if they are for
the use of property located in the United States. U.S.-source royal-
ties include royalties for the use of, or the right to use, intangible
property in the United States.

South Africa generally imposes a withholding tax of 12 percent
on South African-source royalties paid to nonresident individuals
and foreign corporations.

Proposed treaty limitations on internal law

The proposed treaty provides that royalties derived and bene-
ficially owned by a resident of a country is taxable only in that
country. Thus, the proposed treaty generally exempts U.S.-source
royalties paid to South African residents from the 30-percent U.S.
tax. This exemption from source country taxation is similar to that
provided in the U.S. model. The exemption does not apply if the re-
cipient of the royalty is a nominee for a nonresident,

The exemption under the proposed treaty does not apply where
the beneficial owner carries on business through a permanent es-
tablishment (or a fixed base, in the case of an individual who per-
forms independent personal services) in the source country and the
royalties are attributable to the permanent establishment (or fixed
base). In that event, such royalties are taxed as business profits
(Article 7) or income from the performance of independent personal
services (Article 14). In addition, royalties attributable to a perma-
nent establishment or fixed base, but received after the permanent
establishment or fixed base is no longer in existence, are taxable
in the country where the permanent establishment or fixed base
existed (Article 7, paragraph 7). X

Similar to the U.S. medel and the OECD model, royalties are de-
fined as any consideration for the use of, or the right to use, any
copyright of literary, artistic, or scientific work (including computer
software, cinematographic films, and audio or video tapes or disks
and other means of image or sound reproduction); for the use of,
or the right to use any patent, trademark, design or model, plan,
secret formula or process, or other like right or property; or for in-
formation concerning industrial, commercial or scientific experi-
ence. The term “royalties” also includes gains from the alienation
of any property described above which are contingent on the pro-
ductivity, use, or disposition of the property. The Technical Expla-
nation states that the term “royalties” does not include income
from leasing personal property.

The Technical Explanation states that income from the rental or
licensing of computer programs may be treated as royalties or as
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income from the alienation of tangible personal property, depend-
ing on the facts and circumstances. The Technical Explanation
states that a typical retail sale of a “shrink wrap” computer pro-
gram generally will not be considered to give rise to royalty income.

The proposed treaty addresses the issue of non-arm’s-length roy-
alties between related parties (or parties having an otherwise spe-
cial relationship) by stating that this article applies only to the
amount of arm’s-length royalties. Any amount of royalties paid in
excess of the arm’s-length royalty is taxable according to the laws
of each country, taking into account the other provisions of the pro-
posed treaty. For example, excess royalties paid to a parent cor-
poration by its subsidiary may be treated as a dividend under local
law and thus entitled to the benefits of Article 10 (Dividends) of
the proposed treaty.

Article 13. Capital Gains

Internal taxation rules

In the case of the United States, gain realized by a nonresident
alien or a foreign corporation from the sale of a capital asset gen-
erally is not subject to U.S. tax unless the gain is effectively con-
nected with the conduct of a U.S. trade or business. A nonresident
alien or foreign corporation is subject to U.S. tax on gain from the
sale of a U.S. real property interest as if the gain were effectively
connected with a trade or business conducted in the United States.
“U.8. real property interests” include interests in certain corpora-
tions if at least 50 percent of the assets of the corporation consist
of U.S. real property.

South Africa does not impose a tax on capital gains derived by
resident or nonresident individuals or companies.

Proposed treaty limitations on internal law

The proposed treaty specifies rules governing when a country
may tax gains from the alienation of property by a resident of the
other country. The rules are generally consistent with those con-
tained in the U.S. model.

Real property

- Under the proposed treaty, gains derived by a treaty country
resident from the disposition of real property situated in the other
country may be taxed in the other country. For purposes of this ar-
ticle, real property situated in the other country includes (1) real
property referred to in Article 6 (Income from Immovable Property
(Real Property)), (2) a U.S. real property interest, or (3) an equiva-
lent interest in real property located in South Africa. The Technical
Explanation clarifies that distributions by a REIT that are attrib-
utable to gains derived from a disposition of real property are tax-
able under this article (and such gains are not taxable under the
dividends article (Article 10)).

Other capital gains

Gains from the alienation of movable property that forms a part
of the business property of a permanent establishment which an
enterprise of one country has in the other country, gains from the
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alienation of movable property pertaining to a fixed base which is
available to a resident of one country in the other country for the
purpose of performing independent personal services, and gains
from the alienation of such a permanent establishment (alone or
with the whole enterprise) or such a fixed base, may be taxed in
that other country. Under the proposed treaty, such gains attrib-
utable to a permanent establishment or fixed base, but received
after the permanent establishment or fixed base is no longer in ex-
istence, are taxable only in the country where the permanent es-
tablishment or fixed base existed (Article 7, paragraph 7).

Gains of an enterprise of one of the treaty countries from the
alienation of ships, aircraft or containers operated in international
traffic, and gains from the alienation of movable property pertain-
ing to the operation of such ships, aireraft and containers, are tax-
able only in that country.

Generally, gains from the alienation of any property other than
that discussed above are taxable under the proposed treaty only in
the country where the alienator is a resident.

Article 14. Independent Personal Services

U.S. internal law

The United States taxes the income of 2 nonresident alien at the
regular graduated rates if the income is effectively connected with
the conduct of a trade or business in the United States by the indi-
vidual. The performance of personal services within the United
States may be a trade or business within the United States.

Under the Code, the income of a nonresident alien from the per-
formance of personal services in the United States is excluded from
1).S.-source income, and therefore is not taxed by the United States
in the absence of a U.S. trade or business, if: (1) the individual is
not in the United States for over 90 days during the taxable year;
(2) the compensation does not exceed $3,000; and (3) the services
are performed as an employee of, or under a contract with, a for-
eign person not engaged in a trade or business in the United States
or are performed for a foreign office or place of business of a U.S.
person.

Proposed treaty limitations on internal law )

Under the proposed treaty, income in respect of professional
services or other activities of an independent character performed
in one country by a resident of the other country is exempt from
tax in the country where the services are performed (the source
country) unless the individual performing the services crosses ei-
ther of two thresholds in the source country.® The individual may
be taxed in the source country if he or she has a fixed base regu-
larly available to him or her in that country for the purpose of per-
forming the services.” In that case, the source country is permitted
to tax only that portion of the individual’s income which is attrib-

6The Technical Explanation states that the term “professional services or other activities of
an independent character” include independent scientific, literary, artistic, educational, or teach-
ing aetivities as well as the independent activities of physicians, lawyers, engineers, architects,
dentists, and accountants.

7 According to the Technical Explanation, it is understoed that the concept of a fixed base is
analogous to the concept of a permanent establishment.
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utable to the fixed base. In addition, if the individual is present in
the source country for the purpose of performing the services for
a period or periods exceeding 183 days within a twelve-month pe-
riod, the individual is deemed to have a fixed base regularly avail-
able to him or her in the source country and the income derived
from such activities performed in the source country is deemed to
be attributable to that fixed base. In such latter case, the source
country is permitted to tax the income derived from the perform-
ance of such services in the source country during that period. This
latter rule represents a departure from the U.S. model, which
would permit the source country to tax the income from independ-
ent personal services of a resident of the other country only if the
income is attributable to a fixed base regularly available to the in-
dividual in the source country for the purpose of performing the ac-
tivities.

The Technical Explanation states that it is understood that in
determining taxable independent personal services income, the
principles of paragraph 3 of Article 7 (Business Profits) are applica-
ble to allow a taxpayer to deduct expenses that are incurred for
purposes of the fixed base. According to the Technical Explanation,
the taxpayer may deduect all relevant expenses in computing the
net income from independent personal services subject to tax in the
source country,

Article 15. Dependent Personal Services

Under the proposed treaty, salaries, wages, and other remunera-
tion derived from services performed as an employee in one country
(the source country) by a resident of the other country are taxable
only in the country of residence if three requirements are met: (1)
the individual is present in the source country for not more than
183 days in any twelve-month period beginning or ending during
the taxable year concerned; (2) the individual’s employer is not a
resident of the source country; and (8) the compensation is not
borne by a permanent establishment or fixed base of the employer
in the source country. These limitations on source country taxation
are generally consistent with the U.S. and OECD models.

The proposed treaty also provides that remuneration derived by
a resident of one country in respect of employment as a member
of the complement of a ship or aircraft operated in international
traffic is taxed only in that country. The Technical Explanation
states that the “complement” of a ship or aircraft includes the
crew.

This article is subject to the separate articles covering directors’
fees (Article 16), pensions and annuities (Article 18), and govern-
ment service income (Article 19).

Article 16. Directors’ Fees

Under the propesed treaty, directors’ fees and other similar re-
muneration derived by a resident of one country for services ren-
dered in the other country as a member of the board of directors
of a company which is a resident of that other country may be
taxed in that other country. This rule is the same as the rule under
the U.S. model. 4
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Article 17. Entertainers and Sportsmen

Similar to the U.S. and OECD models, the proposed treaty con-
tains rules that a}lnlply to the taxation of income earned by enter-
tainers (such as theater, motion picture, radio, or television “ar-
tistes,” or musicians} and sportsmen. ‘These rules apply notwith-
standing the other provisions dealing with the taxation of income
from personal services (Articles 14 and 15) and business profits
(Article 7), and are intended, in part, to prevent entertainers and
sportsmen from using the treaty to avoid paying any tax on their
income earned in one of the countries.

Under this article of the proposed treaty, income derived by an
entertainer or sportsman who is a resident of one country from his
or her personal activities as such in the other country may be taxed
in the other country if the amount of the gross receipts derived by
him or her from such activities (including reimbursed expenses) ex-
ceeds $7,500 or its equivalent in South African rand for the taxable

year concerned. Under this rule, if a South African entertainer or

sportsman maintains no fixed base in the United States and per-
forms (as an independent contractor) for one day of a taxable year
in the United States for gross receipts of $2,000, the United States
could not tax that income. If, however, that entertainer’s or sports-
man’s gross receipts were $30,000, the full $30,000. (less appro-
priate deductions) would be subject to U.S. tax.

This provision does not bar the country of residence from also
taxing that income (subject to a foreign tax credit). (See Article 23
(Elimination of Double Taxation), below.) The Technical Expla-
nation states that because it is not possible to know whether the
$7,500 (or the South African rand equivalent) threshold is exceeded
until the end of the year, the source country may subject all pay-
ments to an entertainer or sportsman to withholding and refund
any excess amount withheld. _

According to the Technical Explanation, this article applies to all
income connected with a performance by an entertainer or sports-
man, such as appearance fees, award or prize money, and a share
of the gate receipts. Income derived by an entertainer or sportsman
from other than actual performance, such as royalties from record
sales and payments for product endorsements, is not covered by
this article; instead, these amounts are covered by other articles of
the proposed treaty, such as Article 12 (Royalties) or Article 14
(Independent Personal Services). For example, if a South African
entertainer receives royalty income from the sale of live recordings
of a concert given in the United States, the royalty income will be
exempt from U.S. withholding tax under Article 12 (Royalties),
even if the remuneration from the concert itself may have been cov-
ered by this article. o o _

" The proposed treaty provides that where income in respect of
personal activities exercised by an éntertainer or sportsman in his
or her capacity as such accrues not to the entertainer or sportsman
but to another persomn, that income of that person may be taxed by
the country in which the activities are exercised, unless it is estab-
lished that neither the entertainer or sportsman nor persons relat-
ed to him or her participate directly or indirectly in the profits of
that other person in any manner, including the receipt of deferred
remuneration, bonuses, fees, dividends, partnership distributions or
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other distributions. (This provision applies notwithstanding the
business profits and independent personal service articles (Articles
7 and 14).) This provision prevents certain entertainers and sports-
men from avoiding tax in the country in which they perform by, for
example, routing the compensation for their services through a
third entity such as a personal holding company or a trust located
in a country that would not tax the income.

The proposed treaty provides that income derived by entertainers
or sportsmen resident in one country from activities performed in
the other country will not be taxed by the source country if the
visit of the entertainers or sportsmen is supported wholly or mainly
from the public funds of the government of the residence country
or of any of its political subdivisions or local authorities. This rule
is not contained in the U.S. or OECD models.

The proposed treaty provides that the countries may, through the
exchange of diplomatic notes, agree to increase the $7,500 thresh-
old (or its South African rand equivalent) referred to above to re-
flect economic or monetary developments. Under the U.S. model,
such changes in monetary thresholds can be accomplished by mu-
tual agreement by the competent authorities, without requiring
diplomatic notes to be exchanged between the countries.

Article 18; Pensions and Annuities

The proposed treaty specifies rules for the taxation of private
(i.e., non-governmental service) pensions and annuities, social secu-
rity benefits, alimony and child support payments, as well as for
the tax treatment of contributions to, and earnings by, pension
plans. Some of the rules are in certain respects different from the
rules in the U.S. model.

Under the proposed treaty, pension distributions and other simi-
lar remuneration derived from sources within a country (the source
country) and beneficially owned by a resident of the other country,
whether paid periodically or as a single sum, may be taxed by the
source country to a limited extent. This treatment is different from
the U.S. model, which generally provides that pension distributions
beneficially owned by a resident of a country are not taxable in the
source country. The proposed treaty specifies that a pension or
similar remuneration is deemed to arise from sources within a
country to the extent that the pensionable service to which it re-
lates is performed in that country. The Technical Explanation
states that the term “pension distributions and other similar remu-
neration” is intended to cover payments made by private retire-
ment plans and arrangements in consideration of past employment,
as well as U.S. tier 2 railroad retirement benefits.

The proposed treaty specifies that in cases in which the United
States is the source country, the tax imposed by the United States
on pension distributions or similar remuneration beneficially
owned by a resident of South Africa may not exceed 15 percent of
the gross amount of such pension or remuneration, provided that
such amount is not subject to a penalty for early withdrawal. The
Technical Explanation states that if the distribution is subject to
the early withdrawal penalty, the reduced rate under the proposed
treaty will not apply and the rules under the Code will apply.
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In cases in which South Africa is the source country, South Afri-
ca may tax pension distributions or similar remuneration bene-
ficially owned by a U.S. resident, if the beneficial owner of such
pension or remuneration: (1) has been employed in South Africa for
a period or periods aggregating two years or more during the ten-
year period immediately preceding the date from which ‘the pension
first became due, and (2) was employed in South Africa for a period
or periods aggregating ten years or more. According to the Tech-
nical Explanation, a pension first becomes due for purposes of this
rule on the first date on which the participant or beneficiary re-
ceived a pension benefit, or if earlier, the first date such person
could have received a payment if such person could have requested
to have payment made at that earlier time. The Technical Expla-
pation provides examples illustrating these rules.

Although not speciged in the proposed treaty, the Technical Ex-
planation states that if these conditions are satisfied, a pro rata
amount of a pension distribution corresponding to the amount of
the gross pension distribution from South African sources will be
taxed to a beneficiary who is a U.S. resident. The Technical Expla-
nation states that the portion of a pension distribution treated as
South African-source income is equal to the total pension distribu-
tion multiplied by a fraction, the numerator of which is the employ-
ee’s days of service for the employer in South Africa, and the de-
nominator of which is the employee’s total days of service for the
employer. o : '

These pension rules are subject to the provisions of Article 19
(Government Service). Thus, for example, the rules generally do
not apply to pensions paid to a resident of one treaty country at-
tributable to services performed for government entities of the
other country. o y ' w

The proposed treaty provides that social security payments and
other similar public pensions paid by one country to a resident of
the other country or to a U.S. citizen are taxable only in the paying
country. This rule is similar to the rule in the U.S. model. The
Technical Explanation states that it is understood that the term
“other similar public pensions” is intended to refer to U.S. tier 1
railroad retirement benefits. This rule, which is not subject to the
saving clause, exempts U.S. citizens and residents from U.S. tax on
South African social security payments. T

The proposed treaty provides that annuities beneficially derived
by a resident of a country are taxable only in that country. How-
ever, if the annuity was purchased in the other country while such
person was a resident of that other country, the annuity may also
be taxed by that other country. This latter rule is not contained in
the U.S. model. An annuity is defined as a stated sum paid periodi-
cally at stated times during life or a specified number of years,
under an obligation to make the payments in return for adequate
and full consideration (other than services rendered).

The proposed treaty provides that alimony paid by a resident of
one country, and deductible in that country, to a resident of the
other country, is taxable only in the payor’s country of residence.
However, if the alimony payment is not deductible in the payor’s
country of residence, the payment is exempt from tax in both coun-
tries. These rules are different from the U.S. model, which provides
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that alimony paid by a resident of a country, and deductible in that
country, to a resident of the other country, is taxable only in the
recipient’s country of residence. For purposes of the proposed trea-
ty, the term “alimony” means periodic payments made pursuant to
a written separation agreement or a decree of divorce, separate
maintenance or compulsory support.

The proposed treaty provides that child support payments made
by a resident of a country to a resident of the other country, and
which are not deductible in the payor’s country of residence, is ex-
empt from tax in both countries. This rule is similar to the rule in
the U.S. model. For these purposes, child support payments are
periodic payments, not treated as alimony payments, for the sup-
port of a minor child made pursuant to a written separation agree-
ment, or a decree of divorce, separate maintenance or compulsory
support.

The proposed treaty provides special rules for individuals who
are participants in a pension plan that is established and recog-
nized under the legislation of one country (the plan country) and
who performs personal services in the other country (the work
country). These rules correspond to similar rules contained in the
U.S. model. First, contributions paid by or on behalf of the individ-
ual to the plan during the period he or she performs such services
in the work country is deductible (or excludible) in computing his
or her taxable income in the work country. In addition, the pro-
posed treaty provides that any benefits accrued under the plan or
payments made to the plan by or on behalf of the individual’s em-
ployer during that period are not treated as part of the employee’s
taxable income, and are allowed as a deduction . in computing the
employer’s profits in the work country.

Second, the proposed treaty provides that income earned but not
distributed by the plan is not taxable in the work country until
such time and to the extent that the earnings are distributed from
the plan. Thus, the proposed treaty permits deferral of tax on un-
distributed earnings realized by the plan.

Third, the proposed treaty provides that distributions from the
plan to the individual are not subject to tax in the work country
if the individual contributes such amounts to a similar plan estab-
lished in the work country within a time period and in accordance
with any other requirements imposed under the laws of the work
country. Thus, the proposed treaty permits deferral of tax on roll-
overs of amounts from a pension plan in the plan country to a pen-
sion plan in the work country (subject to any restrictions on roll-
overs under the laws of the work country).

The proposed treaty provides that the individual can receive
these benefits only if (1) contributions by or on behalf of the indi-
vidual to the plan (or to another similar plan for which this plan
was substituted) were made before he or she arrived in the work
country, and (2) the competent authority of the work country has
agreed that the pension plan generally corresponds to a pension
plan recognized for tax purposes by the work country. The proposed
treaty further specifies that these benefits are limited to the bene-
fits that would be allowed by the work country to its residents for
contributions to, or benefits otherwise accrued under, a pension
plan recognized for tax purposes by the work country. As an exam-
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ple, the Technical Explanation states that if the work country has
a cap on contributions to a plan equal to five percent of remunera-
tion, and the plan country has a seven percent cap, a deduction by
the individual for contributions to a plan is limited to five percent.

Article 19, Government S_ervice

Under the proposed treaty, remuneration, other than a pension,
paid by, or out of funds created by, a country or one of its political
subdivisions or local authorities to an individual for services ren-
dered to the payor, generally is taxable only in that country. How-
ever, such remuneration is taxable only in the other country (the
country that is not the payor) if the services are rendered in that
other country, and the individual is a resident of that other country
who either (1) is a national of that other country, or (2) did not be-

_come a resident of that other country solely for the purpose of ren-
dering the services. Thus, for éxample, South Africa will not tax
the compensation of a U.S. citizen and resident who is in South Af-
rica to perform services for the U.S. Government, and the United
States will not tax the compensation of a South African citizen and
i‘ﬁg,i_dent who performs services for the U.S. Government in South

rica. :

Any pension paid by, or out of funds created by, a country or one
of its political subdivisions or local authorities, to an individual for
services rendered to the payor country generally is taxable only in
that country. However, such pensions are taxable only in the other
country if the individual is both a resident and a national of that
other country. The Technical Explanation states that the phrase
“paid by, or out of funds created by” a country is intended to clarify
that remuneration or pensions paid by entities such as govern-
ment-owned corporations may also be covered by this article. :

The proposed treaty provides that this article does not apply to
payments in respect of services rendered in connection with any
trade or business carried on by either country or any of its political
subdivisions or local authorities, This treatment is similar to the
U.S. model, which limits the application of the corresponding arti-
cle in the U.S. model to services rendered “in the discharge of func-
tions of a governmental nature.” The Technical Explanation clari-
fies that remuneration excluded from this article because of this
rule is subject to the provisions relating to personal services income
(Articles 14 and 15), directors’ fees (Article 16), income of entertain-
ilés) and sportsmen (Article 17) and pensions and annuities (Article

This article is an exception to the saving clause, pursuant to Ar-
ticle 1, paragraph 5(b) of the proposed treaty. Consequently, the
saving clause does not apply to benefits conferred by this article to
an individual who is neither a U.S. citizen nor a U.S. green-card
holder. Thus, for example, the United States would not tax the
compensation of a South African citizen who is not a U.S. green-
card holder but who resides in the United States to perform serv-
ices for the South African Government.

Article 20. Students, Apprentices and Business Tfaineés;g// N
Under the proposed treaty, a student, apprentice, or business
trainee who visits the other country (the host country) for the pur-
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pose of full-time education or training, and who is, or immediately
before that visit was, a resident of the other treaty country, gen-
erally is exempt from tax in the host country on payments that
arise from sources outside the host country for the purposes of
maintenance, education, or training. The Technical Explanation
states that a payment is considered to arise from sources outside
the host country if the payor is located outside the host country.
In the case of an apprentice or trainee, this treaty benefit applies
only for a period not exceeding one year from the date the individ-
ual first arrives in the host country for the purposes of his or her
apprenticeship or training. In the case of a student, this treaty ben-
efit applies regardless of the length of the stay. This treatment is
similar to the U.S. model. The OECD model also provides some
host-country exemptions for students and trainees; however, unlike
the proposed treaty and the U.S. model, the OECD model does not
contain a time limit on the exemption from host tax with respect
to trainees.

This article is an exception to the saving clause, pursuant to Ar-
ticle 1, paragraph 5(b) of the proposed treaty. Consequently, the
saving clause does not apply to benefits conferred by this article to
an individual who is neither a U.S. citizen nor a U.S. green-card
holder. Thus, for example, the United States would not tax remit-
tances from abroad of a South African citizen who is not a U.S.
gregn-card bolder but who visits the United States as a full-time
student.

Article 21, Other Income

This article is a catch-all provision intended to cover items of in-
come not specifically covered in other articles, and to assign the
right to tax income from third countries to either the United States
or South Africa. This article is substantially similar to the cor-
responding article in the U.S. model.

As a general rule, items of income not otherwise dealt with in
the proposed treaty which are beneficially owned by residents of ei-
ther country, wherever arising, are taxable only in the country of
residence. This rule, for example, gives the United States the sole
right under the proposed treaty to tax income derived from sources
in a third country and paid to a resident of the United States. This
article is subject to the saving clause, so U.S. citizens who are
South African residents would continue to be taxable by the United
States on their third-country income, with a foreign tax credit pro-
vided for income taxes paid to South Africa.

The general rule just stated does not apply to income (other than
income from immovable property (as defined in Article 8)) if the
beneficial owner of the income is a resident of one country and car-
ries on business in the other country through a permanent estab-
lishment or a fixed base to which the income is attributable. In
such a case, the provisions of Article 7 (Business Profits) or Article
14 (Independent Personal Services), as the case may be, will apply.
Thus, for example, income arising outside the United States that
is attributable to a permanent establishment maintained in the
United States by a resident of South Africa generally would be tax-
able by the United States under Article 7 (Business Profits), even
if the income was sourced in a third country.
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In cases in which a resident of a treaty country derives income
from real property located outside the other treaty country (wheth-
er in the first treaty country or in a third country) that is attrib-
utable to the resident’s permanent establishment or fixed base in
the other treaty country, only the country of residence of the in-
come recipient may tax that income. Thus, for example, if a U.S.
resident has a South African permanent establishment and the
resident derives income from real property located in a third coun-
try that is effectively connected with the South African permanent
establishment, only the United States may tax such income.

Other income attributable to a permanent establishment or fixed
base, but received after the permanent establishment or fixed base
is no longer in existence, is taxable in the country where the per-
manent establishment or fixed base existed (Article 7, paragraph
. '

Article 22. Limitation on Benefits

In general

The proposed treaty contains a provision generally intended to
limit indirect use of the treaty by persons who are not entitled to
its benefits by reason of residence in the United States or South
Africa. The proposed treaty is intendea to limit double taxation
caused by the interaction of the tax systems of the United States
and South Africa as they apply to residents of the two countries.
At times, however, residents of third countries attempt to use a
treaty. This use is known as “treaty shopping,” which refers to the
situation where a person who is not a resident of either country
seeks certain benefits under the income tax treaty between the two
countries. Under certain circumstances, and without appropriate
safeguards, the nonresident may be able to secure these benefits
indirectly by establishing a corporation (or other entity) in one of
the countries, which entity, as a resident of that country, is entitled
to the benefits of the treaty. Additionally, it may be possible for a
third-country resident to reduce the income base of a treaty coun-
try resident by having the latter pay out interest, royalties, or
other deductible amounts under favorable conditions either through
relaxed tax provisions in the distributing country or by passing the
funds through other treaty countries (essentially, continuing to
treaty shop), until the funds can be repatriated under favorable
terms.

Summary of proposed treaty provisions

The proposed anti-treaty shopping article provides that a resi-
dent of a country is entitled to all treaty benefits in the other coun-
try only to the extent provided in this article. Under this provision,
certain persons are identified as qualifying as residents of a coun-
try. Alternatively, certain items of income of a treaty resident may
qualify for treaty benefits if the resident satisfies one of several
other tests of the proposed treaty. This provision of the proposed
treaty is in some ways comparable to the U.S. Treasury regulation
under the branch tax definition of a .qualified resident.® However,

&Treas. Rep. sec. 1.884-5.
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the proposed treaty provides opportunities for treaty benefit eligi-
bility which are not provided for under the regulation.

The proposed treaty entitles a resident of either country to qual-
ify for all the benefits accorded by the proposed treaty if such resi-
dent is defined in one of the following categories:

(1) An individual;
(2) One of the treaty countries, a political subdivision or local
authority thereof;
(3) A company that satisfies an ownership test and a base
erosion test; )
(4) A trust that satisfies an ownership test and a base ero-
sion test;
(5) A company that satisfies a public company test;
(6) A company that is owned by certain public companies;
(7) A not-for-profit, tax-exempt organization; or
{8) A tax-exempt pension fund
Such persons will be referred to as “qualified residents.” Alter-
natively, a resident that does not fit into any of the above cat-
egories may claim treaty benefits with respect to certain items of
income under the active business test. Moreover, a treaty country
resident is entitled to treaty benefits if the resident is otherwise
approved by the source country’s competent authority, in the exer-
cise of the latter’s discretion. Special rules apply to income derived
gyla resident of South Africa in certain “triangular” cases described
elow.

Ownership and base erosion tests—companies

Similar to many U.S. treaties that have a limitation on benefits
article, the proposed treaty contains an ownership test and a base
erosion payment test, both of which must be met if a company is
to qualify for treaty benefits under this rule. The rules under the
proposed treaty are similar, but not identical, to those contained in
the U.S. model.

Ownership test

To meet the ownership test, it is necessary that at least 50 per-
cent of each class of shares or other beneficial interests in the com-
pany is owned, directly or indirectly, on at least half the days dur-
ing the taxable year by: individual residents of South Africa or the
United States; the countries themselves, political subdivisions or
local authorities of the countries; certain publicly traded companies
and companies owned by certain publicly traded companies (as de-
scribed in the discussion of the public company tests below); or cer-
tain tax-exempt organizations including charitable organizations
and pension funds (as described in the discussion of tax-exempt en-
tities below). The proposed treaty provides that in the case of indi-
rect ownership, each person in the chain of ownership must be en-
titled to the benefits of the proposed treaty as one of the qualified
residents referred to above.

Base erosion test

The base erosion test is met only if less than 50 percent of the
gross income of the company for the year is paid or accrued, di-
rectly or indirectly, to persons who are not residents of either coun-
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try, in the form of payments that are deductible for income tax pur-
poses in the company’s country of residence. Under the proposed
treaty, payments by the company to a resident of either country,
or payments that are attributable to a permanent establishment in
either country, are not considered base eroding payments for these
purposes. This test is intended to prevent a corporation, for exam-
ple, from distributing most of its income in the form of deductible
payments such as interest, royalties, service fees, or other amounts
to persons not entitled to benefits under the proposed treaty.

Ownership and base erosion tests—irusts

The proposed treaty provides a separate ownership test and base
erosion test for trusts. These rules are similar to the ownership
and base tests for companies described above; however, the pro-
posed treaty provides more stringent ownership rules in the case
of trusts. This is unlike the U.S. model, which generally applies the
same ownership and base erosion tests to companies and trusts.

Ownership test

Under the proposed treaty, the ownership test is met if at least
80 percent of the aggregate beneficial interests in the trust is
owned, directly or indirectly, on at least 274 days during the tax-
able year by: individual residents of South Africa or the United
States; the countries themselves, political subdivisions or local au-
thorities of the countries; certain publicly traded companies and
companies owned by certain publicly traded companies (as de-
seribed in the discussion of the public company tests below); certain
tax-exempt organizations including charitable organizations and
pension funds (as described in the discussion of tax-exempt entities
below); or companies satisfying the ownership and base erosion
tests. The at-least-80 percent ownership threshold for trusts is
more stringent than the at-least-50 percent ownership threshold for
companies, described above. The proposed treaty provides that in
the case of indirect ownership, each person in the chain of owner-
ship must be entitled to the benefits of the proposed treaty as one
of the qualified residents referred to above. o ‘

Base erosion test

The base erosion test under the proposed treaty is the same as
the base erosion test for companies described above. This test re-
quires that less than 50 percent of the trust’s gross income be paid
or accrued, directly or indirectly, to nonresidents of either country
(unless the income is attributable to a permanent establishment lo-
cated in either country), in the form of payments that are deduct-
ible for tax purposes in the trust’s country of residence. The Tech-
nical Explanation states that trust distributions would be consid-
ered deductible payments to the extent that they are deductible
from the tax base.

Public company tests

Like many other U.S. income tax treaties that have a limitation
on benefits article, the proposed treaty contains a rule under which'
a company is entitled to treaty benefits if sufficient shares in the
company are traded actively enough on a suitable stock exchange.
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This rule is similar to the branch profits tax rules in the Code
under which a company is entitled to treaty protection from the
branch tax if it meets such a test or if it is the wholly-owned sub-
sidiary of certain publicly traded corporations resident in a treaty
country. The rules under the proposed treaty are similar to those
contained in the U.S. model.

Publicly traded companies

A company that is a resident of South Africa or the United
States is entitled to treaty benefits if all the shares in the class or
classes of its shares representing more than 50 percent of the vot-
ing power and value of the company are regularly traded on a ree-
ognized stock exchange. Thus, such a company is entitled to the
benefits of the proposed treaty regardless of where its actual own-
ers reside or the amount or destination of payments it makes. The
Technical Explanation states that the requirement that “all the
shares” in the principal class of shares be regularly traded makes
clear that all shares in the principal class (or classes) of shares of
the company must be regularly traded, as opposed to only a portion
of such shares. This treatment is consistent with the 1).S. model.

Although the term “regularly traded” is not defined in the pro-
posed treaty, the Technical Explanation states that the term will
be defined by reference to the domestic laws of the country in
which treaty benefits are sought. The Technical Explanation states
that in the case of the United States, this term is understood fo
have the meaning it has under Treasury regulations relating to the
branch profits tax provisions of section 884 of the Code.

Subsidiaries of publicly traded companies

A company that is a resident of South Africa or the United
States is entitled to treaty benefits if at least 50 percent of each
class of shares in the company is owned, directly or indirectly, by
companies that satisfy the public company tests described above.
The proposed treaty provides that in the case of indirect ownership,
each intermediate owner in the chain must be a person entitled to
the benefits of the proposed treaty (as one of the qualified residents
referred to above) under this article.

Other definitions

For purposes of this article, the term “recognized stock exchange”
means the NASDAQ System owned by the National Association of
Securities Dealers, Inc.; any stock exchange registered with the Se-
curities and Exchange Commission as a national securities ex-
change under the Securities Exchange Act of 1934, the Johannes-
burg Stock Exchange; and any other exchange agreed upon by the
competent authorities of the two countries.

Tax-exempt organizations

Charitable organizations

An entity also is entitled to benefits under the proposed treaty
if it is a legal person organized under the laws of a country and
is generally exempt from tax in that country under laws relating
to charitable and other similar organizations. The Technical Expla-
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nation clarifies that such organizations include entities organized
and operated exclusively to fulfill religious, educational, scientific
and other charitable purposes. Like the U.S. model, and unlike
some recent treaties, there is no requirement that specified per-
centages of the beneficiaries of these organizations be residents of
one of the countries. '

Pension funds

An entity also is entitled to the benefits under the proposed trea-
ty if it is a legal person organized under the laws of a country, is
generally exempt from tax in that country, and is established and
maintained in that country to provide pensions or other similar
benefits to employees pursuant to a plan; provided that more than
50 percent of the beneficiaries, members or participants are indi-
viduals resident in either country. This rule is similar to a rule
contained in the U.S. model. '

Aective business test

In general _

Under the active business test, treaty benefits in the source
country are available under the proposed treaty to an entity that
is a resident of the United States or South Africa if (1} it is en-
gaged directly in the active conduct of a trade or business in its
country of residence, (2) the income derived from the source coun-
try is derived in connection with, or is incidental to, that trade or
business, and (3) the trade or business is substantial in relation to
the activity of the resident (and any related parties) in the source
couéxtlry. These rules are generally similar to the rules in the U.S.
model.

The proposed treaty provides that the business of making or
managing investments is not considered to be an active trade or
business for purposes of these rules, unless the activity is a bank-
ing, insurance or securities activity conducted by a bank, insurance
company or registered securities dealer, respectively. The Technical
Explanation states that a headquarters operation will not be con-
sidered to be engaged in an active trade or business for purposes
of these rules. o I

Income derived in connection with, or incidental to, a trade or
business ' :

The proposed treaty specifies that an item of income is derived
in connection with a trade or business if the income-producing ac-
tivity in the source country is a line of business which forms a part
of, or is complementary to, the trade or business conducted in the
residence country.® This rule is similar to the rule in the U.S.
model. The Technical Explanation states that it is intended that a
business activity generally will be considered to “form a part of” a
business activity conducted in the other country if the two activi-
ties involve the design, manufacture or sale of the same products
or type of products, or the provision of similar services. The Tech-

3Cf. Treas. Reg. sec. 1.884-5(e)(1). (To satisfy the active business test, the activities that give
rise to the U.S. income must be part of a U.S. business and that business must be an integral
part of an active trade or business conducted by the foreign corporation in its residence country.)
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nical Explanation further states that in order for activities to be
“complementary,” the activities need not relate to the same types
of products or services, but they should be part of the same overall
industry and be related in the sense that success or failure of one
activity will tend to result in the success or failure of the other ac-
tivity. The Technical Explanation provides several examples illus-
trating these principles.

The proposed treaty specifies that income is incidental to a trade
or business if it facilitates the conduct of a trade or business in the
other country. This rule is the same as the rule in the U.S. model.

Substantiality

The proposed treaty provides that whether a trade or business of
a resident is substantial is determined based on all the facts and
circumstances. According to the Technical Explanation, the factors
to be considered include the relative scale of the activities con-
ducted in the two countries, and the relative contributions made to
the conduct of the trade or business in both countries.10 However,
the proposed treaty includes a safe harbor under which the trade
or business of the resident is considered to be substantial if certain
attributes of the residence-country business exceed a threshold
fraction of the corresponding attributes of the trade or business lo-
cated in the source country that produces the source-country in-
come. Under this safe harbor, the attributes are assets, gross in-
come, and payroll expense. To satisfy the safe harbor, the level of
each such attribute in the active conduct of the trade or business
by the resident (and any related parties) in the residence country,
and the level of each such attribute in the trade or business pro-
ducing the income in the source country, is measured for the prior
year or for the prior three years. For each separate attribute, the
ratio of the residence country level to the source country level is
computed.

In general, the safe harbor is satisfied if, for the prior year or for
the average of the three prior years, the average of the three ratios
exceeds 10 percent, and each ratio separately is at least 7.5 per-
cent. These rules are similar, but not identical, to those contained
in the U.S. model. The Technical Explanation states that if a resi-
dent owns less than 100 percent of an activity in either country,
the resident will only include its proportionate interest in such ac.
tivity for purpose of computing the safe harbor percentages.

Grant of treaty benefits by the competent authority

Finally, the proposed treaty provides a “safety-valve” for a treaty
country resident that has not established that it meets one of the
other more objective tests, but for which the allowance of treaty
benefits would not give rise to abuse or otherwise be contrary to
the purposes of the proposed treaty. Under this provision, such a
person may be granted treaty benefits if the competent authority
of the source country so determines.

*°Cf. Treas. Reg. sec. 1.884-5(e)(3). (A foreign corporation engaged in business in its residence
country has a substantial presence in that country if certain of the attributes of that business,
physgcally )!ocated in its residence country, equal at least a threshold percentage of its worldwide
attributes. '
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The Technical Explanation provides that the competent authority
of a country will base its determination on whether the establish-
ment, acquisition, or maintenance of the person seeking benefits
under the proposed treaty, or the conduct of such person’s oper-
ations, has or had as one of its principal purposes the obtaining of
benefits under the proposed treaty. Thus, persons that establish op-
erations in either the United States or South Africa with the prin-
cipal purposes of obtaining benefits under the proposed treaty ordi-
narily will be denied such benefits. ' ' g

Triangular cases

Under present laws and treaties that apply to South African resi-
dents, it is possible for profits of a permanent establishment main-
tained by a South African resident in a third country to be subject
to a very low aggregate rate of South African and third-country in-
come tax. The proposed treaty, in turn, eliminates the U.S. tax on
several specified types of income of a South African resident. In a
case where the U.S. income is earned by a third-country permarent
establishment of a South African resident (the so-called “triangular
case”) the proposed treaty has the potential of helping South Afri-
can residents to avoid all {or substantially all) taxation, rather
than merely avoiding double taxation. The proposed treaty is draft-
ed unilaterally to apply only to income of a South African resident,
because it has no application with respect to the United States—
the United States does not exempt profits of a U.S. person attrib-.
utable to a foreign permanent establishment. '

The proposed treaty includes a special rule designed to prevent
the proposed treaty from reducing or eliminating U.S. tax on in-
come of a South African resident in a case where no other substan-
tial tax is imposed on that income. Under the special rule, the
United States is permitted to tax interest and royalties paid to the
third-country permanent establishment at the rate of 15 percent.
In addition, under the special rule, the United States is permitted
to tax other types of income without regard to the proposed treaty.

In order for the special rule to apply, four conditions must be sat-
isfied. First, a South African enterprise must derive income from
the United States. Second, such income must be attributable to a
permanent establishment that the South African enterprise has in
a third country. Third, the South African enterprise must be ex-
empt from South African tax on the profits attributable to the
third-country permanent establishment. Fourth, the combined
South African and third-country taxation of the item of U.S.-source
income earned by the South African enterprise and the third-coun-
try permanent establishment must be less than 50 percent of the
South African tax that would be imposed if the income were earned
by the same enterprise in South Africa and were not attributable
to the permanent establishment. ) o
- The special rule does not apply to interest derived in connection
with, or incidental to, the active conduct of a trade or business car-
ried on by the permanent establishment in the third country (other
than the business of making or managing investments unless these
activities are banking or insurance activities carried on by a bank
or insurance company, respectively). The special also does not
apply to royalties received as compensation for the use of, or the
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right to use, intangible property produced or developed by the
third-country permanent establishment. In addition, the special
rules does not apply to income derived by a South African enter-
prise if the United States taxes the profits of that enterprise ac-
cording to the subpart F controlled foreign corporation provisions
of the Code (as it may be amended from time to time without
changing the general principles thereof).!!

Article 23. Elimination of Double Taxation
Internal taxation rules

United States

One of the two principal purposes for entering into an income tax
treaty is to limit double taxation of income earned by a resident of
one of the countries that may be taxed by the other country. The
United States seeks unilaterally to mitigate double taxation by
generally allowing U.S. taxpayers to credit the foreign income taxes
that they pay against U.S. tax imposed on their foreign source in-
come. An indirect or “deemed-paid” credit is also provided. Under
this rule, a U.S. corporation that owns 10 percent or more of the
voting stock of a foreign corporation and receives a dividend from
the foreign corporation is deemed to have paid a portion of the for-
eign income taxes paid by the foreign corporation on its accumu-
lated earnings. The taxes deemed paid by the U.S. corperation are
included in its total foreign taxes paid for the year the dividend is
received.

A fundamental premise of the foreign tax credit is that it may
not offset the U.S. tax on U.S.-source income. Therefore, the foreign
tax credit provisions contain a limitation that ensures that the for-
eign tax credit only offsets U.S. tax on foreign source income. The
foreign tax credit limitation generally is computed on a worldwide
consolidated basis. Hence, all income taxes paid to all foreign coun-
tries are combined to offset U.S. taxes on all foreign inecome. The
limitation is computed separately for certain classifications of in-
come (e.g., passive income and financial services income) in order
to prevent the crediting of foreign taxes on certain high-taxed for-
elgn source income against the U.S. tax on certain types of tradi-
tionally low-taxed foreign source income. Other limitations may
apply in determining the amount of foreign taxes that may be cred-
ited against the U.S. tax liability of a U.S. taxpayer.

South Africa

In general, South African law allows résident individuals and do-
mestic companies a credit for foreign taxes payable on income de-
rived from non-South African sources if that income is also taxable
by South Africa. The foreign tax credit cannot exceed the South Af
rican tax payable on the foreign income in question.

11Similar subpart F exceptions from this special rule also are found in other recent U.S. in-
come tax treaties (e.g., the 1995 U.8.-France income tax treaty). .
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Proposed treaty rules

Overview

Unilateral efforts to limit double taxation are imperfect. Because
of differences in rules as to when a person may be taxed on busi-
ness income, 2 business may be taxed by two countries as if it is
engaged in business in both countries. Also, a corporation or indi-
vidual may be treated as a resident of more than one country and.
be taxed on a worldwide basis by both. T e e

The double tax issue is addressed in part in other articles of the
proposed treaty that limit the right of a source country to tax in-
come. This article provides further relief where both South Africa
and the United States would otherwise still tax the same item of
income. This artiele is not subject to the saving clause, so that the
United States waives its overriding taxing jurisdiction to the extent
that this article applies. o :

Proposed treaty limitations on U.S. internal law

The proposed treaty generally provides that the United States
will allow a U.S. citizen or resident a foreign tax credit for South
African tax paid or accrued by or on behalf of such citizen or resi-
dent. The proposed treaty also provides that the United States will
allow a deemed-paid credit, with respect to South African tax, to
any U.S. corporate shareholder of a South African company that re-
ceives dividends from such company if the U.S. company owns 10
percent or more of the voting stock of the South African company.

The credit generally is to be computed in accordance with the
provisions and subject to the limitations of U.S. law (as those provi-
sions and limitations may change from time to time without chang-
ing the general principles of the treaty provisions). This provision
generally is similar to those found in the U.S. model and many
U.S. income tax treaties. _ oo

The Technical Explanation states that South African taxes cov-
ered by the proposed treaty (Article 2 (Taxes Covered)) generally
are considered income taxes for purposes of the U.S. foreign taz
credit rules. According to the Technical Explanation, certain as-
pects of South Africa’s STC would not be a creditable tax for U.S.
tax purposes. ' o

The proposed treaty, like other U.S. treaties, contains a special
rule designed to provide relief from double taxation for U.S. citi-
zens who are South African residents. Under the special rule, a
1).8. citizen who is resident in South Africa will:

(1) Compute the tentative U.S. income tax and the tentative
South African income tax with respect to items of income that,
under the proposed treaty, are subject to South African tax and
are either exempt from U.S. tax or are subject to a reduced
rate of tax when derived by a South African resident who is

- not a U.S, citizen. : R '

(2) Reduce the tentative South African tax by a hypothetical
foreign tax credit for taxes imposed on his or her U.S.-source
income. The amount of this credit is limited to the U.S. with-
holding tax that the citizen would have paid under the pro-

- posed treaty on such income if that person were a South Afri-
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can resident but not a U.S. citizen (e.g., 15 percent in the case
of portfolio dividends).
(8) Reduce the tentative U.S. income tax by a foreign tax
credit for income tax actually paid to South Africa as computed
in step (2) (i.e., after South Africa allowed the credit for U.S.
taxes). The proposed treaty recharacterizes the income that is
subject to South African taxation as foreign source income for
purposes of this computation. ‘
The end result of this three-step formula is that the ultimate U.S.
tax liability of a U.S. citizen who is a South African resident, with
respect to an item of income, should not be less than the tax that
would be paid if the individual were a South African resident and
not a U.S. citizen.

Proposed treaty limitations on South African internal law

Under the proposed treaty, United States taxes paid by South Af-
rican residents in accordance with the proposed treaty will be al-
lowed as a deduction against the South African taxes due under
South African tax law. U.S. taxes imposed solely by reason of citi-
zenship under the saving clause (Article 1, paragraph 4) are not
covered by this rule. The proposed treaty specifies that the amount
of the South African reduction from tax may not exceed an amount
which bears to the total South African tax payable (before such re-
duction) the same ratio as the income concerned bears to the total
Income taxable in South Africa.

Article 24, Non-discrimination

The proposed treaty contains a comprehensive nondiscrimination
article relating to all taxes of every kind imposed at the national,
state, or local level. It is similar to the nondiscrimination article in
the U.S. model and other recent U.S. income tax treaties,

In general, under the proposed treaty, one country cannot dis-
criminate by imposing other or more burdensome taxes (or require-
ments connected with taxes) on nationals of the other country than
it would impose on its nationals in the same circumstances. This
provision applies whether or not the nationals in question are resi-
dents of the United States and/or South Africa. The proposed trea-
ty specifies that a U.S. national who is subject to tax on a world-
wide basis and a South African national who is not a resident of
the United States are not deemed to be in the same circumstances
for U.S. tax purposes.

Under the proposed treaty, neither country may tax a permanent
establishment or fixed base of an enterprise or resident of the other
country less favorably than it taxes its own enterprise or resident
carrying on the same activities. However, nothing in this article
will be construed as preventing either country from imposing a
branch profits tax (Article 10, paragraph 6). Consistent with the
U.S. and OECD meodels, a country is not obligated to grant resi-
dents of the other country any personal allowances, reliefs, or re-
ductions for tax purposes on account of civil status or family re-
sponsibilities which it grants to its own residents.

Under the proposed treaty, each country is required (subject to
the arm’s-length pricing rules of Articles 9 (Associated Enter-
prises), 11 (Interest), and 12 (Royalties)) to allow its residents to
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deduct interest, royalties, and other disbursements paid by them to
residents of the other country under the same conditions that it al-
lows deductions for such amounts paid to residents of the same
country as the payor. The Technical Explanation states that the
term “other dishursements” is understood to include a reasonable
allocation of executive and general administrative expenses, re-
gearch and development expenses, and other expenses incurred for
the benefit of a group of related enterprises.

The nondiscrimination rule also applies under the proposed trea-
ty to enterprises of one country that are owned in whole or in part
by residents of the other country. Enterprises resident in one coun-
try, the capital of which is wholly or partly owned or controlled, di-
rectly or indirectly, by one or more residents of the other country,
will not be subjected in the first country to any taxation or any con-
nected requirement which is other or more burdensome ‘than the
taxation and connected requirements that the first country imposes
or may impose on its similar enterprises. C

US. internal law generally treats a corporation that distributes
property in complete liquidation as realizing gain or loss as if the
property had been sold to the distributee. If, however, 80 percent
or more of the stock of the corporation is owned by another corpora-
tion, a nonrecognition rule applies and no gain or loss is recognized
to the liquidating corporation. A special provision makes the non-
recognition provision inapplicable i? the distributee is a foreign cor-
poration (Code sec. 367(e)(2)). Even where the distributee is a for-
eign corporation resident in a treaty country, such treatment is not
considered discriminatory, because absence of tax to the subsidiary
in this case represents a complete elimination of U.S. tax jurisdic-
tion over any appreciation, while a similar ahsence in the case of
a domestic distributee simply shifts the appreciation into the hands
of another U.S. taxpayer.12 The Technical Explanation states that
the application of Code section 367(e)2) is consistent with the non-
discrimination article of the proposed treaty. '

U.S. internal law permits corporations that satisfy certain condi-
tions to elect to be treated as a pass-through entity. If this so-called
“S corporation” election is made, the corporation would not be sub-
ject to federal income tax on its profits at the entity level; instead,
the individual shareholders of the corporation would be taxed di-
rectly on such profits. The election is only available if all of the .
shareholders of the corporation are U.S. citizens or residents. The
Technical Explanation states that the S corporation provisions, in-
cluding the rule that prevents a nonresident alien from being a
shareholder of an S corporation, are not in conflict with the non-
discrimination provisions of the proposed treaty. i

U.S. internal law generally requires a partnership that engages
in a U.S. trade or business to pay a withholding tax attributable
to a foreign partner’s share of the effectively-connected income of
the partnership. The withholding tax'is not the final liability of the
partner, but is a prepayment of tax which will be refunded to the
extent it exceeds a partner’s final U.S. tax liability. No withholding
is required with respect to a U.S. partner’s share of the effectively-
connected income of the partnership. The Technical Explanation

12 See Notice 8766, 1987-2 C.B. 376.
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states that it is understood that the withholding tax is a reasonable
collection mechanism, and that it is not in conflict with the non-
discrimination provisions of the proposed treaty.

The saving clause (which allows the United States to tax its citi-
zens or residents notwithstanding certain treaty provisions) does
not apply to the nondiscrimination article.

Article 25. Mutual Agreement Procedure

The proposed treaty contains the standard mutual agreement
provision, with some variation, which authorizes the competent au-
thorities of the United States and South Africa to consult together
to attempt to alleviate individual cases of double taxation not in ac-
cordance with the proposed treaty. The saving clause of the pro-
posed treaty does not apply to this article, so that the application
of this article may result in a waiver (otherwise mandated by the
groposed treaty) of U.S. taxing jurisdiction over its citizens or resi-

ents. '

Under this article, a resident of one country, who considers that
the action of one or both of the countries results, or will result, in
him or her paying a tax not in accordance with the proposed treaty,
may present the case to the competent authority of either country.

Is provision is similar to the U.S. model, which also permits a
person to bring his or her case to the competent authority of either
country. Like the OECD model, the proposed treaty specifies that
the case must be presented within three vears from the first notifi-
cation of the action giving rise to taxation not in accordance with
the provisions of the proposed treaty. In the case of taxes withheld
at source, the case must be brought within three years of the date
of collection of the tax.

The proposed treaty provides that a competent authority will
make a determination as to whether the objection appears justified.
If the objection appears to be justified and if the competent author-
ity is not itself able to arrive at a satisfactory solution, then the
competent authority will endeavor to resolve the case by mutual
agreement with the competent authority of the other country, with
a view to the avoidance of taxation which is not in accordance with
the proposed treaty. The proposed treaty provides that any agree-
ment is to be implemented even if such implementation would be
barred by the statute of limitations or other procedural limitations,
such as a closing agreement. The Technical Explanation states that
in a case where a taxpayer has entered into a closing agreement
or other written settlement with the United States prior to bring-
ing a case to the competent authorities, the U.S. competent author-
ity will endeavor only to obtain a correlative adjustment from
South Africa and will not take any action that would otherwise
change such agreements.

The competent authorities of the countries are to endeavor to re-
solve by mutual agreement any difficulties or doubts arising as to
the interpretation or application of the proposed treaty. The com-
petent authorities of the countries may also consult together for the
elimination of double taxation in cases not provided for in the pro-
posed treaty.

The proposed treaty authorizes the competent authorities to com-
municate with each other directly for purposes of reaching an
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agreement in the sense of this mutual agreement article. This pro-
vision makes clear that it is not necessary to go through diplomatic
channels in order to diséuss problems arising in the application of
the proposed treaty. It also removes any doubt as to restrictions
that might otherwise arise by reason of the confidentiality rules of

the United States or South Africa. The proposed treaty spécifies
that the competent authorities, through consultations, will develop
appropriate bilateral procedures, conditions, methods and "tech-
niques for the implementation of the mutual agreement procedures
‘provided for in this article, The proposed treaty permits a com-
petent authority to devise appropriate unilateral procedures, condi-
. tions, methods, and techniques to facilitate the bilateral actions
taken by the competent authorities and the implementation of the
mutual agreement procedures. ' " .

““The proposed treaty specifies that the competent authorities may
agree on various jssues including the attribution of income, dedue-

tions, credits, or allowances of a permanent establishment of an en-

terprise of a treaty couiitry; the allocation of income, deductions,

credits, or allowances; the allocation of income, deductions, credits
or allowances between persons; the characterization of particular
items of income; the characterization 'of persons; the application of
source rules with respect to particular items of income; and the
common meaning of a term. The proposed treaty does not Specify,
as does the U.S. model, that the competent authorities may agree
on advance pricing arrangements, and the application of penalties,
fines, and interest under internal law. However, the Technical Ex-
planation states that the competent authorities ‘may reach agree-
ment on issues not enumerated in the proposed treaty if necessary
to avoid double taxation. . _ . . - S
The saving clause (which allows the United States to tax its citi-
zens or residents notwithstanding certain treaty provisions) does

not apply to the mutual agreement article. _ L
Article 26. Exchange of Information and Administrative As-
sistance - : R e

B

: Exchange of mformatw 7 n o : .
' The "proposed treaty provides for the exchange of inform: ;

n
necessary to carry out the provisions of the proposed treaty or of
the specified tax laws of the two countries provided that taxation
under those domestic laws is not contrary to the proposed treaty.
The Téchnical Explanation states that the reference to information
“necessary” to carry out the provisions of the proposed treaty is un-
derstood to be equivalent to the reference in the U.S. model to in-
formation that is “relevant.” Thus, a country requeésting informa-
tion should not be required to demonstrate that it would be dis-
abled from enforcing its tax laws before it could obtain a particular

item of information. =~ - 7T S
"'The exchange of information is not restricted by Article 1 (Gen-
eral Scope). Therefore, third-country résidents are covered. Like the
U.S. ‘model, the proposed treaty permits information to be ex-
changed with respect to all taxes administered by the competent
authorities of the countries. Thus, the taxes covered by the pro-
posed treaty for purposes of the exchange of information article is
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broader than some other recent treaties, which limits the scope of

the exchange of information provisions only to specified taxes cov-

ered under the treaty. The staff understands that information to be

exchanged under this article includes bank information. The pro-

posed treaty explicitly excludes customs duties from the exchange
of information provisions,

Any information received by a country is to be treated as secret
in the same manner as information cbtained under the domestic
laws of the country receiving the information. The exchanged infor-
mation may be disclosed only to. persons or authorities (including
courts and administrative bodies) involved in the assessment, col-
lection, administration, enforcement, prosecution or determination
of appeals with respect to the taxes covered by the proposed treaty.
The information exchanged may be used only for such purposes.13
The Technical Explanation states that the appropriate committees
of the U.S. Congress and the U.S. General Accounting Office will
be afforded access to information for use in the performance of
their role in overseeing the administration of U.S. tax laws, Ex-
changed information may be disclosed in public court proceedings
or in judicial decisions.

As is true under the U.S. and OECD models, under the proposed
treaty a country is not required to carry out administrative meas-
ures at variance with the laws and administrative practices of ei-
ther country, to supply information which is not obtainable under
the laws or in the normal course of the administration of either
country, or to supply information which would disclose any trade,
business, industrial, commercial, or professional secret or trade
process, or information the disclosure of which would be contrary
to public policy.

Upon an appropriate request for information, the requested coun-
try is to obtain tﬁe information to which the request relates in the
same manner and to the same extent as if the tax at issue were
its own tax. Where specifically requested by the competent author-
ity of one country, the competent authority of the other country
will provide information in t]ge form of depositions of witnesses and
authenticated copies of unedited original documents (including
books, papers, statements, records, accounts, and writing) to the
same extent that they can be obtained under the laws and adminis-
trative practices of such other country with respect to its own
taxes.

The proposed treaty provides that the competent authority of a
requested country will allow representatives of a requesting coun-
try to enter the requested country to interview individuals and ex-
amine books and records with the consent of the persons subject to
the examination.

Assistance in collection

The proposed treaty provides for each of the countries to endeay-
or to collect taxes on behalf of the other country as may be nec-
essary to ensure that treaty benefits do not inure to the benefits
of persons not entitled to such benefits. Similar to the U.S. model,

13Code section Sloi}frovides that otherwise confidential tax information may be utilized for
a number of specifically enumerated non-tax ¥u.rposes. Information obtained by the United

States pursuant to this treaty could not be used for these non-tax purposes.



51

the collection provision does not impose on either treaty country
the obligation to carry out administrative measures of a different
nature from those used in the collection of its own taxes, or that
would be contrary to its sovereignty, security, or public policy.

Article 27. Diplomatic Agents and Consular Officers

The proposed treaty contains the rule found in the U.S. model
and other U.S. tax treaties that its provisions are not to affect the
fiscal privileges of members of diplomatic missions or consular
posts under the general rules of international law or the provisions
of special agreements. Accordingly, the proposed treaty will not de-
feat the exemption from tax which a host country may grant to the
salary of diplomatic officials of the other country. The saving clause
does not apply in the application of this article to U.S. residents
who are neither U.S. citizens nor green-card holders. Thus, South
African diplomats who are considered U.S. residents generally may
be protected from U.S, tax. B TS

Article 28. Entry Into Force

The proposed treaty provides that the countries must notify each
other that the constitutional requirements for the entry into force
of the proposed treaty has been complied with. The Technical Ex-
planation states that these constitutional requirements include
ratification of the proposed treaty. ‘
The proposed treaty will enter into force thirty days after the
date on which the second of the two notifications of the completion
of the constitutional requirements have been received. However,
the provisions of the proposed treaty generally take effect for tax-
able periods beginning on or after the first day of January in the

_year following the date of entry into force. In the case of taxes pay-
able at source, the proposed treaty generally takes effect for
amounts paid or credited on or after that first day of January.

Article 29. Termination

The proposed treaty will continue in force until terminated by a
treaty country. Either country may terminate it through diplomatic
channels by giving notice at least six months before the end of any
calendar year starting five years after the year the treaty has en-
tered into_force. A similar termination rule is contained in many
other U.S. tax treaties. A termination generally will be effective for
taxable periods beginning on or after the first day of January fol-
lowing the year in which notice of termination is given. With re-
spect to taxes payable at source, a termination will be effective for
amounts paid or credited on or after the first day of January fol-
lowing the year in which such notice is given.



IV. ISSUES

The proposed treaty with South Africa presents the following
specific issues.

A. Treatment of REIT Dividends

REITs in general

REITs essentially are treated as conduits for U.S. tax purposes.
The income of a REIT generally is not taxed at the entity level but
is distributed and taxed only at the investor level. This single level
of tax on REIT income is in contrast to other corperations, the in-
come of which is subject to tax at the corporate level and is taxed
again at the shareholder level upon distribution as a dividend.
Hence, a REIT is like a mutual fund that invests in qualified real
estate assets.

An entity that qualifies as a REIT is taxable as a corporation.
However, unlike other corporations, a REIT is allowed a deduction
for dividends paid to its shareholders. Accordingly, income that is
distributed by a REIT to its shareholders is not subject to corporate
tax at the REIT level. A REIT is subject to corporate tax only on
any income that it does not distribute currently to its shareholders.
As discussed below, a REIT is required to distribute on a current
basis the bulk of its income each year.

In order to qualify as a REIT, an entity must satisfy, on a year-
by-year basis, specific requirements with respect to its organiza-
tional structure, the nature of its assets, the source of its income,
and the distribution of its income. These requirements are intended
to ensure that the benefits of REIT status are accorded only to
pooling of investment arrangements, the income of which is derived
from passive investments in real estate and is distributed to the in-
vestors on a current basis.

In order to satisfy the organizational structure requirements for
REIT status, a REIT must have at least 100 shareholders and not
more than 50 percent (by value) of its shares may be owned by five
or fewer individuals. In addition, shares of a REIT must be
transferrable.

In order to satisfy the asset requirements for REIT status, a
REIT must have at least 75 percent of the value of its assets in-
vested in real estate, cash and cash items, and government securi-
ties. In addition, diversification rules apply to the REIT’s invest-
ment in assets other than the foregoing qualifying assets. Under
these rules, not more than 5 percenf of the value of its assets may
be invested in securities of a single issuer and any such securities
held may not represent more than 10 percent of the voting securi-
ties of the issuer.

In order to satisfy the source of income requirements, at least 95
percent of the gross income of the REIT generally must be from

(52)
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certain passive sources (e.g., dividends, interest, and rents). In ad-
dition, at least 75 percent of its gross income generally must be

_from certain real estate sources (e.g., real property rents, mortgage
interest, and real property gains).

Finally, in order to satisfy the distribution of income require-
ment, the REIT generally is required to distribute to its sharehold-
ers each year at least 95 percent of its taxable income for the year
(excluding net capital gains). A REIT may retain 5 percent or less
of its taxable income and all or part of its net capital gain.

A REIT is subject to corporate-level tax only on any taxable in-
come and net capital gains that the REIT retains. Under an avail-
able election, shareholders may be taxed currently on ‘the undis-
tributed capital gains of a REIT, with the shareholder entitled to
a credit for the tax paid by the REIT with respect to the undistrib-
uted capital gains such that the gains are subject only to a single
level of tax. Distributions from a REIT of ordinary income are tax-
able to the shareholders as a dividend, in the same manner as divi-
dends from an ordinary corporation. Accordingly, such dividends
are subject to tax at a maximum rate of 39.6 percent in the case
of individuals and 35 percent in the case of corporations. In addi-
tion, capital gains of a REIT distributed as a capital gain dividend
are taxable to the shareholders as capital gain. Capital gain divi-
dends received by an individual will be eligible for preferential cap-
ital %_ai(xll tax rates if the relevant holding period requirements are
satisfied. :

Foreign investors in REITs

Nonresident alien individuals and foreign corporations (collec-
tively, foreign persons) are subject to U.S. tax on income that is ef-
fectively connected with the foreign person’s conduct of a trade or
business in the United States, in the same manner and at the
same graduated tax rates as U.S. persons. In addition, foreign per-
sons generally are subject to U.S. tax at a flat 30-percent rate on
certain gross income that is derived from U.S. sources and that is
not effectively connected with a U.S. trade or business. The 30-per-
cent tax applies on a gross basis to U.S.-source interest, dividends,
rents, royalties, and other similar types of income. This tax gen-
erally is collected by means of withholding by the person making
the payment of such amounts to a foreign person.

Capital gains of a nonresident alien individual that are not con-
nected with a U.S. business generally are subject to the 30-percent
withholding tax only if the individual is present in the United
States for 183 days or more during the year. The United States
generally does not tax foreign corporations on capital gains that are
not connected with a U.S. trade or business. However, foreign per-
sons generally are subject to U.S. tax on any gain from a disposi-
tion of an interest in U.S. real property at the same rates that
apply to similar income received by U.S. persons. Therefore, a for-
eign person that has capital gains with respect to U.S. real estate
is subject to U.S. tax on such gains in the same manner as a U.8.
person. For this purpose, a distribution by a REIT to a foreign
shareholder that is attributable to gain from a disposition of U.S.
real property by the REIT is treated as gain recognized by such
shareholder from the disposition of U.S. real property.
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U.8. income tax treaties contain provisions limiting the amount
of income tax that may be imposed by one country on residents of
the other country. Many treaties, like the proposed treaty, gen-
erally allow the source country to impose not more than a 15-per-
cent withholding tax on dividends paid to a resident of the other
treaty country. In the case of real estate income, most treaties, like
the proposed treaty, specify that income derived from, and gain
from dispositions of, real property in one country may be taxed by
the country in which the real property is situated without limita-
tion. Accordingly, U.S. real property rental income derived by a
resident of a treaty partner generally is subject to the U.S. with-
holding tax at the full 30-percent rate (unless the net-basis tax-
ation election is made), and U.S, real property gains of a treaty
partner resident are subject to U.S. tax in the manner and at the
rates applicable to U.S. persons. _

Although REITs are not subject to corporate-level taxation like
other corporations, distributions of a REIT’s income to its share-
holders generally are treated as dividends in the same manner as
distributions from other corporations. Accordingly, in cases where
no treaty is applicable, a foreign shareholder of a REIT is subject
to the U.S. 30-percent withholding tax on ordinary income distribu-
tions from the REIT. In addition, such shareholders are subject to
U.S. tax on U.S. real estate capital gain distributions from a REIT
in the same manner as a U.S. person.

In cases where a treaty is applicable, this U.S. tax on capital
gain distributions from a REIT still applies. However, absent spe-
cial rules applicable to REIT dividends, treaty provisions specifying
reduced rates of tax on dividends apply to ordinary income divi-
dends from REITs as well as to dividends from taxable corpora-
tions. As discussed above, the proposed treaty, like many U.S. trea-
ties, reduces the U.S. 30-percent withholding tax to 15 percent in
the case of dividends generally. Prior to 1989, U.5. tax treaties con-
tained no special rules excludi’vng dividends from REITs from these
reduced rates. Therefore, under pre-1989 treaties, REIT dividends
are eligible for the same reductions in the U.S. withhelding tax
that apply to other corporate dividends.

Beginning in 1989, U.S. treaty negotiators began including in
treaties provisions excluding REIT dividends from the reduced
rates of withholding tax gemerally applicable to dividends. Under
treaties with these provisions such as the proposed treaty, REIT
dividends generally are subject to the full U.S. 30-percent withhold-
ing tax.14

Analysis of treaty treatment of REIT dividends

The specific treaty provisions governing REIT dividends were in-
troduced beginning in 1989 because of concerns that the reductions
in withholding tax generally applicable to dividends were inappro-
priate in the case of dividends from REITs. The reductions in the
rates of source country tax on dividends reflect the view that the
full 30-percent withholding tax rate may represent an excessive
rate of source country taxation where the source country already

14Many treaties, like the proposed treaty, provide a maximum tax rate of 15 percent in the
case of REIT dividends beneficially owned by an individual who holds a less than 10 percent
interest in the REIT.
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has imposed a corporate-level tax on the income prior to its dis-

tribution to the shareholders in the form of a dividend. In the case

subject to corporate-level taxation. _ .

REITs are required to distribute their income to their sharehold-
ers on a current basis. The assets of a REIT consist primarily of
passive real estate investments and the REIT’s income may consist
principally of rentals from such real estate holdings. U.S. source
rental income generally is subject to the U.S. 30-percent withhold-
ing tax. Moreover, the United States’s treaty policy is to preserve
its right to tax real property income derived from the United
States. Accordingly, the U.S. 30-percent tax on rental income from
U.S. real property is not reduced in U.S. tax treaties.

If a foreign investor in a REIT were instead to invest in U.S. real
estate directly, the foreign investor would be subject to the full 30-
percent withholding tax on rental income earned on such property
(unless the pet-basis taxation election is made). However, when the
investor makes such investments through a REIT instead of di-
rectly, the income earned by the investor is treated as dividend in-
come. If the reduced rates of withholding tax for dividends apply
to REIT dividends, the foreign investor in the REIT is accorded a

of dividends from a REIT, however, the income generally is not

reduction in U.S. withholding tax that is'not'_available' for direct in-

vestments in real estate.

On the other hand, some argue that it is important to encourage
foreign investment in U.S. real estate ‘through REITs. In this re-
gard, a higher withholding tax on REIT dividends (i.e., 30 percent
instead of 15 percent) may not be fully creditable in the foreign in-
vestor's home country and the cost of the higher withhoelding tax
therefore may discourage foreign investment in REITs. For this
reason, some oppose the inclusion in U.S. treaties of the special
provisions governing REIT dividends, arguing that dividends from

REITs should be given the same treatment as dividends from other

corporate entities. Accordingly, under “this view, the 15-percent
withholding tax rate generally applicable under treaties to divi-
dends should apply to REIT dividends as well. Lreatles. \

This argument is premised on the view that investment in a
REIT is not equivalent to direct investment in real property. From
this perspective an investment in a REIT should be viewed as com-
parable to other investments in corporate stock. In this regard, like
other corporate shareholders, REIT investors are investing in the
management of the REIT and not just its underlying assets. More-
over, because the interests in a REIT are widely held and the REIT
itself typically holds a large and diversified asset portfolio, an in-
vestment in a REIT represents a very small investment in each of
a large number of properties. Thus, the REIT investment provides
diversification and risk reduction that are not easily replicated
through direct investment in real estate. =
Issue : : :
Under many older U.S. tax treaties, the U.S. withholding tax on
REIT dividends paid to residents of the treaty partner is limited
to a maximum rate of 15 percent. Under the proposed treaty, as

under recent U.S. tax treaties, the reduced rates of U.S. withhold-
ing applicable to dividends generally do not ‘apply to REIT divi-
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dends and, thus, REIT dividends paid to residents of South Africa
may be subject to U.S. withholding tax at the full statutory rate
of 30 percent. The Committee may wish to consider whether, in
light of the competing considerations discussed above, the treat-
ment of REIT dividends in the proposed treaty is appropriate.

B. Treaty Shopping

In general

The proposed treaty, like many U.S. income tax treaties, gen-
erally limits treaty benefits for treaty country residents so that
only those residents with a sufficient nexus to a treaty country will
receive treaty benefits. Although the proposed treaty generally is
intended to benefit residents of South Africa and the United States
only, residents of third countries sometimes attempt to use a treaty
to obtain treaty benefits. This is known as treaty shopping. Inves-
tors from countries that do not have tax treaties with the United
States, or from countries that have not agreed in their tax treaties
with the United States to limit source country taxation to the same
extent that it is lmited in another treaty may, for example, at-
tempt to reduce the tax on interest on a loan to a U.S. person by
lending money to the U.S. person indirectly through a country
whose treaty with the United States provides for a Jower rate of
withholding tax on interest. The third-country investor may at-
tempt to do this by establishing in that treaty country a subsidiary,
trust, or other entity which then makes the loan to the U.S. person
and claims the treaty reduction for the interest it receives.

The anti-treaty-shopping provision of the proposed treaty is simi-
lar to anti-treaty-shopping provisions in the Code {as interpreted
by Treasury regulations) and in the U.S. model. The provision also
is similar to the anti-treaty-shopping provision in several recent
treaties. The degree of detail included in these provisions is notable
in itself. The proliferation of detail may reflect, in part, a diminu-
tion in the scope afforded the IRS and the courts to resolve inter-
pretive issues adversely to a person attempting to claim the bene-
fits of a treaty; this diminution represents a bilateral commitment,
not alterable by developing internal U.S. tax policies, rules, and
procedures, unless enacted as legislation that would override the
treaty. (In contrast, the IRS generally is not limited under the pro-
posed treaty in its discretion to allow treaty benefits under the
anti-treaty-shopping rules.) The detail in the proposed treaty does
represent added guidance and certainty for taxpayers that may be
absent under treaties that may have somewhat simpler and more
flexible provisions.

Analysis of provisions

The anti-treaty shopping provisions in the proposed treaty differ
from those in the Code and other treaties in a number of respects.
For example, the proposed treaty allows benefits to be afforded to
a company that is more than 50 percent owned, directly or indi-
rectly, by one or more qualifying publicly traded corporations. This
rule is similar to the corresponding rule in the U.S. model. The
U.S. branch tax rules allow benefits to be afforded only to a wholly-
owned subsidiary of a publicly traded company. Thus, the owner-
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ship requirement under the proposed treaty is more generous to
taxpayers.

The proposed treaty includes a special rule designed to- prevent
the proposed treaty from reducing or eliminating U.S. tax on in-
come of a South African resident in a case where no other substan-
tial tax is imposed on that income (the so-called “triangular cases”).
This is necessary because a South African resident may be wholly
or partially exempt from South African tax on foreign (i.e., non-
South African) income. The special rule applies generally if the
combined South African and third-country taxation of U.S.-source
income derived by a South African enterprise that is attributable
to a permanent establishment in the third country, and that is ex-
empt from South African tax, is less than 50 percent of the tax that
would be imposed if the South African enterprise earned the in-
come in South Africa. '

Under the special rule, the United States is permitted to tax in-
terest and royalties paid to the third-country permanent establish-
ment at the rate of 15 percent. In addition, under the special rule,
the United States is permitted to tax other types of income without
regard to the proposed treaty. The special rule generally does not
apply to: (1) interest that is derived in connection with, or that is
incidental to, an active trade or business in the third country; (2}
royalties received as compensation for the use of, or the right to
use, intangible property produced or developed by the third-country
permanent establishment; and (3) income derived by a South Afri-
can enterprise that is subject to U.S. tax under the subpart F pro-
visions of the Code. These special rules for triangular cases are not
provided for in the U.S. model.

Issues

The practical difference between the proposed treaty tests and
the corresponding tests in other treaties will depend upon how they
are interpreted and applied. Given the relatively bright line rules
provided in the proposed treaty, the range of interpretation under
it may be fairly narrow. :

The Committee has in the past expressed its belief that the Unit-
ed States should maintain its policy of limiting treaty-shopping op-
portunities whenever pozSible. The Committee has further ex-
pressed its belief that, in-€xercising any latitude Treasury has with
respect to the operation of a treaty, the treaty riules should be ap-
plied to deter treaty-shopping abuses. On the other hand, imple-
mentation of the tests for treaty shopping set forth in the proposed
treaty raise factual, administrative, and other issues. The Commit-
tee may wish to satisfy itself that the anti-treaty-shopping rules in
the proposed treaty are adequate under the circumstances.
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